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COMMENT AND OPINION 


What Does the Future Hold for Us? 
ao many years it has been the prac- 

tice of the directors of companies in 
the United Kingdom to give in their 
annual reports their view of the pros- 
pects of the coming year. Some of these 
reports may not be made until May or 
June of that “coming” year, but never- 
theless the statement is, in a sense, ante- 
dated to January 1 and is intended to 
cover the full year. 

The following are culled from annual 

meetings held in April and May, — 

1. “Subject to the incidence of general 
trading and monetary conditions, we 
see no reason why the company should 
not continue to prosper.” 

. “We have gone far enough into the 
current year to realise that expectations 
of improvement after the General Elec- 
tion or after the Budget have not been 
fulfilled, and I do not think it is unduly 
pessimistic to say that the immediate 
future is far from bright.” 

. “If wise and gradual reductions of con- 
trols may be visualized and internal cop- 
ditions remain at all similar, there is 
ample evidence that our resources can 
be effectively used in the trades with 
which we have valuable and increasing 
connections and goodwill, and your 
board look to the future with con- 
fidence.” 

. “As to future trends and profits, I feel 
that, despite the difficulties and tasks 
inherent in the present economic situa- 
tion, and provided nothing untoward 


occurs, the results for the coming year 
should prove satisfactory.” 

5. “As regards the future, it is difficult to 

say anything useful... .” 

One can see the uncertainties in the 
minds of those reporting and we, on this 
side of the Atlantic Ocean, can take a 
lesson from their uncertainties. And 
turning westward to the far side of the 
Pacific Ocean we find this startling para- 
gtaph from the report of The United Sua 
Betong Rubber Estates, Limited, pub- 
lished in The Economist, May 27, 1950, 


When I addressed you last year I enter- 
tained the hope that the disturbances 
which then afflicted Malaya would by now 
have ceased and that those who serve us 
in the East would no longer be in danger 
of attack from lawless gangs. These hopes 
have not been realised. Raids on prop- 
erty and attacks on personnel have multi- 
plied. The estate bungalow has become a 
fortress to be vigilantly guarded, the pub- 
lic highway a hazard to be travelled at 
one’s peril and the estate a place where 
the ready gun must be one’s constant com- 
panion. With the degree of danger vary- 
ing as between one locality and another, 
such is the general background against 
which the company’s operations in the East 
are conducted. This very brief description 
of existing conditions is based not on re- 
ports of others but on my own personal 
experience gained during a visit of some 
months’ duration, in the course of which 
I visited not only the company’s proper- 
ties, but travelled extensively throughout 
South and West Malaya. Notwithstanding 
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dangers and difficulties encountered our 
managers and their staffs have succeeded 
not caly in maintaining production at a 
high level but also in carrying out a 
heavy programme of improvement works, 
such as fe-planting, re-organising, where 
necessary, tapping, collection and process- 
ing, and at the same time in discharging 
the responsibility of safeguarding their 
labour against attacks from without and 
maintaining a contented spirit within by 
fair and considerate treatment. At any 
time such achievements would be very 
creditable; that so much should be accom- 


plished under conditions which impose a 
continuous and increasing strain on our 
staff is high testimony to their courage, 
steadfastness and resourcefulness, which we 
do not fail to appreciate. They, in com- 
mon with others who are at present em- 
ployed in operating industries in danger- 
ous areas, are not merely serving private 
enterprise: they are performing the vital 
task of protecting and preserving the 
economy of the country against the as- 
saults of the Communists whose aim is its 
disruption and destruction. 


Notice of Annual Meeting 
THE DOMINION ASSOCIATION OF CHARTERED ACCOUNTANTS 
Charlottetown, Prince Edward Island, August 21 to 25 

The forty-eighth annual meeting of The Dominion Association of Chartered 
Accountants will be held in Charlottetown, Prince Edward Island, at the Charlotte- 
town Hotel on Monday to Friday, August 21 to 25, 1950, for the reception of reports 
and other business. 

Further details are set out in the draft programme following. 

Notice has been received by the secretary of a motion to amend By-law 5, para- 
gtaph (c) to provide that the ex officio members of Council shall be the president 
and vice-presidents (and thus shall no longer include the treasurer). The proposed 
motion is as follows: 


That By-law 5, paragraph (c) be amended to read: 
“(c) The president and vice-presidents, elected as hereinafter provided, 
who may but need not be members named as hereinbefore in this 


by-law provided, and”. 


CLEM L. KING, 
Secretary 


Toronto, Ontario, July 5, 1950 


H. R. DOANE, 
President 
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9:30 a.m. 


9:30 a.m. 
2:30 p.m. 


9:30 a.m. 
2:30 p.m. 


2:30 p.m. 
3:00 p-m. 


Evening 


10:00 a.m. 
Afternoon 

Evening 
10:00 a.m. 
12:30 p.m. 
2:30 p.m. 

Evening 


10:00 a.m. 
Evening 
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48th ANNUAL MEETING 


Draft Programme 


Council and Committee Meetings 


Saturday, August 19 
Executive Committee 


Monday, August 21 


Committee on Education and Examinations 
Council 

Tuesday, August 22 
Council 
Council 

Friday, August 25 
Council 


Executive Committee 


General Sessions 


Tuesday, August 22 
Reception 


Wednesday, August 23 


General Session — Municipal Accounting and Auditing 
Outing on North Shore and Shore Dinner 
Country Dance 


Thursday, August 24 


General Session — Taxation of Individuals and Closely-held Corpora- 
tions 

Luncheon for members as guests of the Institute of Chartered Account- 
ants of Prince Edward Island 

General Session — Problems of the Auditor of Proprietorships and 
Closely-held Companies 

Moonlight Outing 


Friday, August 25 


Annual General Meeting 
Dinner and Dance 


Special Programme for the Ladies 


The Entertainment Committee are arranging a programme 


of entertainment for visiting ladies, details of which will be announced later. 








The Basic Principles 
Of Fund Accounting 


By James R. Neff, C.A. 


“What I here make public has, after a long and scrupulous enquiry, 
seemed to me evidently true, and not unuseful to be known.” 


Bishop Berkeley (1685-1753) 





ACCOUNTANCY A METHODOLOGY 


A VERY long time ago in the finan- 
cial history of this world a man, or 
men, or perhaps it was a generation of 
men, developed that very remarkable 
field of endeavour which we are pleased 
to call accountancy. As an accomplish- 
ment there is little doubt to-day that what 
was invented at that time was a master- 
piece comparable with some of the great- 
est works of mankind. A question arises, 
however: can it be possible that the mod- 
ern professional accountant has, in his 
twentieth century rush, lost sight of the 
early perfections of the subject? It is 
my opinion that there are very strong 
reasons to believe that this may be so. 
Accountancy is not like a natural or a 
physical science the chief objective of 
which is the identification of the laws 
which govern the universe. It is an in- 
vention of man and therefore more prop- 


THE FUND — 


The search for the ‘fixed standards in 
accountancy begins with the accounting 
fund. The fund is simply an impersonal 
accounting unit of measure. To measure 
distance we use the yardstick, the mile 


erly described as a scientific theory or 
methodology. Is it not strange then that 
nowhere in all our professional literature 
are the elementary laws or rules of ac- 
countancy clearly listed as such? 

It is my purpose here to present some 
of what I believe to be the basic laws 
of accountancy in the form of positive 
rules. It is my belief that all these rules 
will be found to be based on sound and 
logical reasoning rather than on the cur- 
rent practices of our profession. To my 
own complete surprise I have found that 
many of our current practices do not fit 
the rules which appear to be so sound 
and right. Can it be that we accountants, 
unknowingly perhaps, have been caught 
by traditions and practices which we 
have inherited from the past and have 
failed to discover the true concepts of 
accounting as a science? 


THE FOOTRULE 


or some such suitable rule. To measure 
quantities, an appropriate set of standards 
is necessary. Let us take a homely ex- 
ample. Let us say that we have before 
us three tubs in each of which there is 
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a quantity of water. A quick glance in 
each will give us two kinds of informa- 
tion — the quantity of water in each 
tub and its condition. These tubs de- 
scribe exactly what seems to be the true 
purpose of the accounting funds. A 
glance at each fund and it is apparent 
to us immediately how much wealth is 
recorded in it and what is its present 
position. The fund, therefore, is the 
footrule for the measurement of finan- 
cial matters. Later, when groups of as- 
sociated funds are described, you will find 
that we have in them a convenient yard- 
stick for measuring wealth. I can now 
state our first rule or basic principle of 
fund accounting: 
RULE 1 

An accounting fund is an impersonal unit 
of measure of the amount of, and the 
position of, the wealth recorded in it. 

An illustration of the accounting fund 
in balance sheet form is as shown below. 

Please consider this form very closely. 
It seems to be our smallest cell or unit 
of measure in accountancy. You should 
notice that it is not a credit balance nor 
is it a debit balance. It is a full and 
complete accounting unit in which there 


are both debits and credits. It becomes 
apparent that throughout the whole of 
the civilized world, wherever double en- 
try accounting is used, the above form is 
the one simple standard which predomi- 
nates. All accountancy, therefore, may 
be based primarily on this single fund 
form and in all statements it should per- 
haps be clearly identified as the unit for 
study. 

RULE 2 
In an accounting fund the debits must 
equal the credits and the fund be in 
balance. 

RULE 3 
An accounting fund may own assets and 
assume liabilities outstanding against 
them. 

RULE 4 
The accounts of two or more funds may 
appear in the same statement of balanced 
funds provided the identity of each fund 
be clearly maintained. 

RULE 5 
In a statement of balanced funds the 
accounts of dissimilar funds may not be 
added together, but similar funds may 
be added so that only a controlling total 
need appear. 


FORM 1 — THE SINGLE FUND 
A Statement of a Balanced Fund 


Debits 
Assets—Uninvested 000 
—Invested 


Liabilities 
Balance of Fund 
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FORM 2 — FUNDS IN PARALLEL 
A Statement of Balanced Funds 


Debits 
Assets—Uninvested gee ee 000 
eMWESHEd ...6.6.66060is..035...... “OOOO 


Assets—Uninvested . 
—Invested .... 


Assets—Uninvested ..................0..- 
—Invested 


The above form of “Funds in Paral- 
lel” is our first group of what may be 
called “Associated Funds”. It is evi- 
dent that we may have found in it one 
of the useful yardsticks of finance. Our 
first form of the single fund remains as 
the predominating unit in the study but 
we find described for us several new and 
important principles. It is now an illus- 
trated fact that in true accountancy there 
does not seem to be any such thing as a 
“Balance Sheet”. We are concerned only 
with statements of accounting funds 
which are in balance and our balanced 
statements therefore must be so titled. 


Perhaps it will be worth our while to 
discuss at some length a possible origin 
of the words ‘Balance Sheet’ so that no 
misunderstanding of the situation will 
arise. It is very likely that in the early 
history of accounting all business ven- 
tures were recorded in the simple manner 


of the fund system as illustrated by our 


Form 1, the Single Fund. Later, as an 
investor became interested in many ven- 
tures he would require that a “balanced” 
statement of his position be prepared. 
This would appear, possibly, in our Form 


Liabilities 
NO RAO Rie is 


Liabilities 


Liabilities 
NR PB eee 





2, Funds in Parallel. It is easy to be- 
lieve that in the office of such an in- 
vestor such a statement became known to 
the staff as ‘““The Balanced Statement” or 
“The Balanced Sheet”. Now all this 
happened some generations ago. The 
silent “d’” in ‘Balanced Sheet” has been 
lost in history and this modern genera- 
tion has found itself saddled with those 
nasty words ‘Balance Sheet”. It now 
becomes evident that these words are a 
descriptive title not properly indicative 
of anything important in such statements. 


The heading “Balance Sheet’’ does not 
invite the reader to search out the funds 
for study which obviously he must do if 
he is to come to any intelligent conclusion 
as to the financial position described. In 
particular the modern commercial bal- 
ance sheet may be at fault. In it we find 
used the words “‘Capital’” and “Surplus” 
where the principles of accounting 
clearly require the words “Capital Fund” 
and “Surplus Fund”. There are some 
who will say that such a small matter 
cannot be of importance. It is of very 
great importance, however, if all balanced 
statements are to be prepared according 
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FORM 3 — FUNDS IN PARTNERSHIP 
A Statement of Balanced Funds 


Debits 
Assets — Uninvested 
— Invested ........... 


to the standard practice of the fund sys- 
tem. Further ‘t is important that the title 
of balanced statements be clearly descrip- 
tive in a manner which will give promi- 
nence to, and invite the reader’s attention 
to, the balanced funds therein. 
RULE 6 

In a statement of balanced funds there 
are no more completely satisfactory titles 
for the columns of such a statement than 
“debits” and credits’. These words are 
correct, all inclusive, and exactly in ac- 
cordance with true accounting theory. 

It will be noticed at once that Rule 
6 is a departure from current practice 
in the preparation of balance sheets. 


Under the heading of “Assets” we are 
accustomed to find assets, deferred 
charges, pre-production expenses, bond 
discounts and on occasion actual deficits. 
Under the heading of “Liabilities” we 
find liabilities, reserves for deficiencies 
(Examples — reserves for depreciation 
and necessary investment reserves), re- 
serves of sufficiencies (Example — vari- 
ous allocations of surplus funds), capital 
funds and surplus funds, all of which 
may or may not be added together indis- 
criminately. While I do not suggest that 
professional accountants are confused 
thereby nevertheless one can believe that 
the general public would have good rea- 
son to doubt our good faith when we 
condone and professionally approve such 
practices. 





Credits 
Liabilities a ee 
000 
000 
000 0,000 


OER ED 2 hes dadikccccewcesess 


0,000 


The answer to the problem is perhaps 
that all such statements are summaries of 
the debits and credits in a double entry 
accounting system and there appears to 
be no good reason for us to hide this 
important fact. I am sure the public 
might welcome the common sense shown 
in a general change to that principle out- 
lined in Rule 6 above. ‘“Debit’’ and 
“Credit’’ are sound and clear cut words 
which permit no misrepresentation of the 
facts which are set out below them. 


RULE 7 

In a statement of balanced funds two 
or more funds may appear as owning the 
same assets jointly and as assuming mut- 
ually the same liabilities. Under such 
circumstances the credit balance of each 
fund must be clearly identified. Further, 
there must be disclosed positively the 
partnership or other working agreement 
as between the funds in regard to the fol- 
lowing two factors: the plan according 
to which each is to share profits and 
losses — the order in which each fund 
will share on dissolution of the partner- 
ship. 

The most common and useful of all 
fund forms seems to be the above Form 
3 but it would be strange to differentiate 
between the value to us of the different 
forms. Each is designed to describe a 
specific accounting situation and is in it- 
self therefore a valuable measuring unit. 
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Most readers will recognize in this 
form the familiar story which develops 
in partnership accounting. Partners A, 
and B, and C are like old friends to most 
of us. But you should not be fooled by 
the apparent simplicity of the form. 
Please bear in mind that in all big busi- 
ness this is the form which predominates. 

It has been suggested to me that to 
call this form “Funds in Partnership” is 
unfortunate as it suggests to the reader 
the common legal partnership as distin- 
guished from the limited company struc- 
ture. However I am strongly of the 
view that the name is used correctly ac- 
cording to sound theory. Wherever as- 
sets are owned and liabilities are assumed 
jointly as indicated it is imperative that 
one must search for and ultimately find 
the agreement according to which the 
net income is to be divided among the 
funds which operate together. Now this 
is as true in limited company studies as 
it is in simple proprietary partnerships. 
One cannot read a limited company “bal- 
ance-d sheet” unless, for example, he 
knows positively the preference which 
one class of contributed share capital has 
over another. 


RULE 8 

In a statement of balanced funds two 
or more groups of associated funds may 
appear as owning the assets jointly and 
assuming mutually the liabilities. Under 
such circumstances the credit balances of 
each of the funds and each of the groups 
of associated funds must be clearly iden- 
tified. Further, the working agreements 
as between all of the funds and groups 
of funds must be disclosed. 

This final Form 4 is a delightful one. 
It is the ultimate, the mth degree in ac- 
countancy and full of significant illustra- 
tions of the principles of fund account- 
ing. You will notice that all of our pre- 
viously determined standard Forms 1, 2, 
and 3 are clearly defined here; our simple 
single fund continues to be the predom- 
inating feature but we discover that all 
three previous forms may and, on occa- 
sion, do own the assets jointly and as- 
sume the liabilities mutually. Basically, 
Form 4 is quite practical and thoroughly 
logical but in any activity operated under 
this plan it is extremely important that 
the equities and relationships as between 
all of the funds be clearly defined on the 
credit side of such statements. Very 


FORM 4 — GROUPS OF FUNDS IN PARTNERSHIP 
A Statement of Balanced Funds 


Debits 
Assets — Uninvested 
— Invested 


Liabilities 
The Single Fund (Form No. 1).... 
Funds in Parallel (Form No. 2) 


Fund No. 2 000 0,000 


Funds in Partnership (Form No. 3) 


Fund No. C 
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likely you will be surprised later on in 
this article when you find out which big 
business it is which uses this form of ac- 
counts. As a clue I can say that it is one 
in which you are all deeply interested. 

I can assure you now that there seem 
to be these four and only these four 
forms of statements of balanced funds. 
Each one in itself is very simple indeed. 
No one will have failed to understand 
them all. It is easy now to realize that 
the fixed standard for the measurement 
of wealth in accounts as displayed in any 
financial statement may have been de- 
termined. Our foot rule is the predom- 
inating single fund. Our yardstick is the 
group of funds. All statements of funds 
no matter what operation they are intend- 
ed to reflect can be built from these 


Mr. James R. Neff is a mem- 
ber of the firm of Neff, Robert- 
son and Stone in Toronto. After 
serving in the artillery of World 
War I, he entered the office of 
his father, the late A. C. Neff, 
F.C.A. and was admitted to mem- 
bership in the Ontario Institute 
in 1928. He is now senior part- 
ner of his firm. 





simple forms displayed according to fixed 
rules. Each fund records the amount of, 
and the position of, the wealth within it. 
Then, to make the statement intelligible 
we should perhaps have frankly stated 
the ownership of each fund and all work- 
ing relationships which operate between 
funds. 


FUND EQUITIES AND RELATIONSHIPS 


In the modern balance sheet, we are 
accustomed to show only a first column 
of assets and other debits, then a second 
column of liabilities, capital and other 
credits. The public is quite concerned 
and we accountants are dismayed per- 
haps because such a statement cannot be 
read intelligently. The reason it can- 
not be read is clear. There has not been 
included a full statement of the owner- 
ships and relationships of the funds nor 
have the funds themselves been clearly 
identified. For example, let us take one 
fund in a commercial balance sheet, an 
issue of preferred stock. Now it is not 
possible for anyone to read such a bal- 
ance sheet unless he knows positively the 
full terms of the preference. In order 
that it be intelligible, therefore, we 
should have a third column of expertly 
written descriptive information attached 
to each balance sheet. 


In a statement of balanced funds the 
very necessary third column of informa- 
tion is provided for. It must be stated 


in order that the impersonal fund units 

for the measurement of the wealth with- 

in them may be understood. Here is a 

list of the questions which should per- 

haps be answered in the information 
column: 

. What is the name of each fund? 

. Who are the owners of it? 

What is its mailing address? 

. Who manages it? 

. What is its purpose? 

. Does it operate singly or in parallel 
or in partnership with other funds? 
7. What is the partnership or working 

agreement? 

8. Is the partnership agreement a writ- 
ten contract, defined by law, or gov- 
erned by common custom? 

9. Does a fund or funds guarantee the 
sufficiency of other funds? 

10. Does a fund or funds hold in trust 
or operate other funds free or for 
profit? 

11. What funds exist for purposes of 
record only? 

12. What funds operate for profit? 

13. Is the fund complete in itself? or 


NAY RYWN 





10 The Canadian Chartered Accountant, July, 1950 


14. Is the fund a control total represent- 
ing a number of accounts in a sub- 
sidiary list? 

15. Is there any further information 


which may be indicative or descrip- 
tive of an ownership or an existing 
relationship in the statement? 


MOVEMENT IN FUNDS 


While it is my intention in this article 
to confine my remarks principally to the 
standardization of the forms of state- 
ments of balanced funds, it may be of in- 
terest to review briefly the two methods 
of recording movement in the accounting 
fund. 


When he is considering movement in 
a financial statement a man’s mind seems 
to work in either of two grooves only. 
Any other statements of movement in ac- 
counts are usually unintelligible to him. 
Here then are the two historical patterns 
of thought which should perhaps be fol- 
lowed always in the preparation of such 
statements: 


Statement of Movement 
In a Recording Fund 








Opening Balance ..........0.................. $0,000 
NRE et retreats 0, scuer i 000 

$0,000 
MDEGRMANREMOTED ia csccisses os eed cccescionses 000 
RRGURE TIRIBOBS: ooo os sess seek: $0,000 








Statement of Movement 
In an Operating Fund 

















Opening Inventory .......:............:....... $0,000 
MRE esc c kU ca sass sa tere ese 000 
$0,000 

MPPRUINIE 9 S55 <0l occas crsricsantsmres 000 
5 Ree aly eee, $0,000 
Ceiene TAVERIOTY «......-..2..<0.0.5.0005.0020- 0,000 
Profit or Loss for Period .................. $ 000 

RULE 9 


In the preparation of a statement of 


the movement in a recording fund there 
is no more completely satisfactory term- 
inology for the headings used than the 
words — opening balance, receipts, dis- 
bursements, closing balance. 

RULE 10 


In the preparation of a statement of 
the movement in an operating fund there 
is no more completely satisfactory term- 
inology for the headings used than the 
words — opening inveniory, income, ex- 
penditures, closing inventory, profit or 
loss for period. 

RULE 11 


If movement occurs in an accounting 
fund, then whether it is recorded on a 
cash or accrued basis must be disclosed. 


In the operating fund above, we arrive 
at a figure which is marked with a ques- 
tion mark. In the hundreds of years in 
which accountancy has been in use, it has 
not been the practice to name this figure. 
The word we are looking for should be 
indicative of the fact that up to this point 
there has been a lot of movement in the 
account but for the moment it has arrived 
exactly nowhere. A very good name 
would be the “Net Inconclusive Total’’. 

It is apparent that in the above two 
forms reflecting movement in the funds 
that the financial facts cannot be read 
without supporting or comparative infor- 
mation. The form of the movement in 
the accounts is designed to indicate the 
trend or the growth of the fund. 
Whether the trend has been upwards or 
downwards may be determined only by 
comparisons made with the records of 
the preceding periods. Then too, it is 
evident that one of our objects in study- 
ing the results of the past is that of dis- 





ee) ea ee 
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covering a reasonable forecast of the fu- 
ture. 

From the foregoing analysis of state- 
ments of movement in accounting funds 
it seems to be clear that whenever op- 
erating statements are to be attached to 
a statement of balanced funds then, to be 
theoretically correct, there should be 
shown a statement of the movement in 
each and every fund identified on the 
balanced statement. Further it is quite 
evident that the movement in each of the 
funds must positively and clearly recon- 
cile, and preserve the continuity of fund 
balances in the opening and closing state- 
ments of the period under review. 


Quadruple Entries 


A word or two about our journal en- 
tries may prove to be interesting but will 
provide us with a statement of fact rather 
than a rule of accountancy. You will 
find that the customary “double entry’ 
may occur only within the confines of one 
fund or a group of associated funds act- 


ASSET VALUES OR 


The foregoing discussions of account- 
ing forms are intended to __ illustrate 
briefly the basic principles which are the 
chief subject of this article. On the 
other hand fund accounting is not some- 
thing new. It is an old and thoroughly 
tried world-wide method of recording 
matters pertaining to wealth. What is 
new here in accounting literature perhaps 
is that concept of accountancy which is 
promoted that all financial statements 
can be, and basically are at the present 
time, prepared according to fixed rules 
regardless of the operating project that 
the accounts reflect. 

Accountancy is simply a method which 
has been invented for the purpose of 
measuring one branch of human activity. 
bi. 


ing in partnership form. The basis of 
all business transactions is “quadruple 
entry”. That is, whenever a business 
transaction occurs, there must be two 
double entries made, one in each of the 
funds involved. More particularly does 
this apply to funds acting in parallel 
form. Here a transfer from one fund 
credit balance to another positively re- 
quires an equivalent transfer of assets or 
liabilities or confusion is bound to oc- 
cur. Always it is quadruple entries which 
must be made to keep such parallel funds 
in balance. What a pity it is that stu- 
dents of accounting are taught to be so 
thoroughly conscious of the double en- 
try while the equally important quadruple 
entry principle seems rarely to have been 
brought to their attention. One reason 
for this lack of interest in the quadruple 
entry is possibly the fact that our stu- 
dents are taught chiefly the accounting 
for commercial activities and in this 
branch of the subject the principles of 
fund accounting appear to have been lost 
long since. 


FUND EQUITIES? 


Surely it would be reasonable for the 
successors of this generation of account- 
ants to expect to inherit from us certain 
rules which are finite rather than the in- 
finite mass of literature which has been 
produced on accountancy subjects and 
from which all the kernels of sound rea- 
soning may not have been sifted. 

As an example, let us consider in one 
paragraph the subject of asset values in 
the balanced sheet. Modern accounting 
thought seems to select as its chief ‘area 
of attention” the ascertaining with metic- 
ulous accuracy the worth of the assets 
which have been listed. The most im- 
portant attention, therefore, is given to 
the debits. In fund accounting the chief 
problem is that of identifying the equities 
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of all of the funds shown and the agree- 
ments or relationship which exist be- 
tween them. Asset values in this in- 
stance are not nearly so important as the 
equities of ownership in the assets. As 
a matter of fact in any and all balanced 
statements asset values are rarely more 
than estimates or approximates of the 
true values which will ultimately be 
realized and as a consequence the fund 
credit balances are correspondingly in- 
exact. The fact remains that the only 
things that can be termed positive and 
true in any such statement are the equities 
and relationships as between the various 
funds which appear therein. Why not, 
therefore, let us be practical and give 
more positive prominence to facts which 
can be disclosed rather than to values 
which may be little more than profes- 
sional opinions? 


One wonders at times about the audi- 
tor’s certificate attached to the modern 
balance sheet. On a statement of bal- 
anced funds surely it would be his pro- 
found duty to state that he has examined 
and considered the fund equities and re- 
lationships in such statements and that, 
in his opinion, the facts are properly dis- 
closed according to the basic principles 
of fund accounting as published and ap- 
proved by the Institute of Chartered Ac- 
countants. Whether the balance sheet 
atom is a fissionable one or not I believe 
has never been determined but the above 
certificate suggests to me that a very in- 
teresting chain reaction would occur if 
such a forthright declaration were insisted 
upon by the auditors of some public com- 
panies. 


RULES APPLY TO ALL STATEMENTS 


I must now fulfil my promise to try 
and illustrate by practical examples that 
our standards of measurement do fit in- 
to each and every statement of balanced 
funds no matter what the character of the 
business the accounts are intended to in- 
terpret. All financial matters capable of 
being recorded by the science of account- 
ancy may be positively stated in terms of 
the fund or groups of associated funds. 
I have chosen as m « .mples four types 
of balanced statemcuts which I believe 
are a fair test because each of the opera- 
tions is quite dissimilar from all of the 
others — a trading company limited — 
a trust company — a friendly non-profit 
organization — a life insurance company. 
In each of the examples you will find 
that the standard groups of associated 
funds are indicated by numbers. I sug- 
gest that you be careful to note the insig- 
nificance of the changes made in the old 
form of balance sheet in order to present 
the same information in accordance with 


the standard pattern of the fund sys- 
tem. These small changes which I have 
found to be necessary indicate to me the 
extent that modern accountancy may have 
“drifted” away from the true principles 
of the subject. 


EXAMPLE “A” — THE TRADING CO. LTD. 
(See Page 18) 


The liabilities here have been expand: 
ed to show the several classes of liabil: 
ties and we discover another rule to be 
kept in mind. 


RULE 12 


The liabilities of a fund must be dis- 
tinguished in terms of the time due ele- 
ment and/or the right or priorities of 
one above another. 


Up to this point I have said little in 
regard to the setting up of the assets of 
the funds and this has been for a very 
good reason. I was unable to do so 


while I was giving my attention to the 
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credit side of the statements. A pianist 
does not have the difficulty we account- 
ants have. He plays the low notes with 
his left hand and the high ones with his 
right and the resultant harmony is pro- 
duced instantly for him to hear. We 
accountants cannot read the debits of a 
statement with our left eye and the 
credits with our right. We must choose 
to read first one side of the statement 
and then the other. The necessary har- 
mony, the debits with the credits, is pro- 
duced only after due consideration has 
been given to the relationships which we 
discover, one with the other. 

You will notice at once in this trading 
statement something that looks odd, per- 
haps, yet it is a fact that must be 
stated: 


RULE 13 
In a statement of balanced funds a re- 
serve must be shown as a debit balance. 
A reserve fund will appear as a credit 


balance. 


In the case under consideration some 
of the working assets were taken temp- 
orarily out of the operation or trading 
project. Strangely enough a ‘‘Reserve 
Fund” while admittedly a proper item 
to appear in a statement of balanced 
funds cannot be just a credit balance. 
According to the principles of fund ac- 
counting it becomes a complete account- 
ing unit containing both credits and 
debits. A reserve for bad debts is not 
in fact a reserve at all but an estimate or 
provision for the bad debts included in 
the accounts receivable figure. Surely it 
is clear that the word “‘reserve’’ indicates 
an earmarking or “‘segregation of assets” 
and is therefore a debit. The words ‘‘Re- 
serve Fund” can appear only in the 
credits and indicate a ‘‘sufficiency of as- 
sets” in one of our accounting fund 
units. 


RULE 14 
The working assets of a fund must be 


displayed at estimated present values hav- 
ing in mind only their worth to the op- 
erating project. 

This rule will appear at first to be a 
strange one, but the mere fact that such 
assets are listed in the statement does not 
in any sense suggest they are being of- 
fered for sale. The valuation, in effect, 
is intended only as an indication of the 
amount of working capital which is avail- 
able and where and how it rests at the 
moment the statement is drawn. 


Depreciation — What Is It? 


Plant.and buildings normally are listed 
under the heading of ‘Fixed Assets” 
(whatever that may be!). It may be pref- 
erable fo: these items to be recorded 
and regaricd as any other deferred 
charge. And why not? Are they not 
something that is going to be used up 
in the operations? 

RULE 15 

In a statement of balanced funds, 
buildings, plant, furniture and equip- 
ment are displayed as a record of expen- 
ditures but not of values. In some cir- 
cumstances these items may be listed at 
any value the management may care to 
place upon them provided that no unto- 
ward inflation of values has been allow- 
ed to increase improperly the earned sur- 
plus fund. Such an inflation of values 
however may be recorded in an appraisal 
surplus fund or a capital surplus fund 
provided it be clearly marked as such 
and the basis of said valuation be de- 
scribed. 

Possibly the proof of the foregoing 
rule is the following list of some of the 
methods of recording ‘“‘fixed assets” 
which are currently in use: at cost, at 
cost less depreciation at arbitrary rates, 
at professionally or informally appraised 
values, depreciated so that only a residual 
value remains, written down to $1.00, 
written off entirely. 


What has not been considered in the 
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above methods is: whether these ‘‘assets’’ 
are in good repair or not; whether they 
have become obsolete; the actual rate of 
depreciation is not positively known; 
fluctuations regularly occur in the pos- 
sible sale price; changes in the neighbor- 
hood of the property, such as the moving 
of a traffic artery, road, railroad or dock- 
ing facilities may affect the accessibility 
of the plant. 

Having in mind all of the above, then 
our so-called reserve for depreciation may 
not be properly named. Such words do 
not reflect the true thought-process in 
regard to the subject. Accountants and 
businessmen have spent a great deal of 
time and effort in the discussion of de- 
preciation, yet the true situation is that 
depreciation is only one small factor and 
relatively unimportant in a larger and 
more realistic viewpoint of the problem. 
What is relevant is this: cash has been 
taken out of the working assets and ex- 
pended in plant and buildings with the 
full knowledge that these assets are to 
be used up in the production activities. 
The expenditures have been made with 
the ‘expectation that as these assets are 
wasted by use, a corresponding increase 
in the revenue from production will oc- 
cur. In other words the original amount 
of cash expended will eventually be re- 
covered through operating revenue and 
be returned again in cash to the working 
assets of the project. With this view- 
point before us does not the so-called 
“reserve for depreciation” become “‘the 
amount recovered through operations”’ ? 
It is noticeable in this regard that the 
Income Tax Department makes no at- 
tempt whatsoever to evaluate the exact 
depreciation which occurs. The depart- 
ment has established that principle which 
appears to be so sound — if a business 
spends money on a wasting fixed asset 
then it is logical that it be allowed to re- 
cover free of tax through operations each 


year a fair and reasonable proportion of 
such expenditure. 
RULE 16 

An investment in land which is held 
for use and recoverable only upon com- 
pletion of the project must be clearly 
identified as such. 

Is it not extraordinary that so many 
large and important companies should 
break this commonsense rule? Time 
and time again we see published balance 
sheets in which properties held for sale 
and head office land and buildings are 
added together. Surely this must be a 
thoroughly improper concealment of the 
facts. Such unrelated items should never 
appear in a combined total if the state- 
ment is to be judged a true one. 


EXAMPLE “B” — A TRUST COMPANY 
(See Page 19) 
The statement illustrating the above 
is self-explanatory, except for one or two 
points which need to be discussed. 


That middle section of a trust com- 
pany’s balance sheet so often named per- 
haps the “Guaranteed Funds’’ section is 
not in fact a group of funds. One must 
be careful on occasion lest he unwittingly 
describe such a guaranteed liability as a 
fund. Similarly, a bond issue might at 
first glance appear to be a fund but it 
is not. It is a specific charge against cer- 
tain of the assets and that is all. 

It is most peculiar that in so many 
of the balance sheets of these big finan- 
cial corporations the accounts of the cus- 
todian company are regularly added to 
and so confused with those of its trusts. 
Probably this was done originally to show 
the “bigness’’ of such companies over 
and above the corresponding totals of 
competitive companies. Now the prac- 
tice may have become the standard pro- 
cedure and might be explained as a “‘gen- 
erally accepted principle of trust company 
accounting”. 
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Why the total of the trust funds 
should be added to the total of the funds 
of the custodian, I cannot understand. 
Inside the trust companies every possible 
care is taken to recognize and to keep 
separate the accounts and records of such 
trusts; then at the year-end some of these 
companies publish statements showing 
trusts added to and so confused with the 
custodian company’s own funds. 

RULE 17 

Where funds are held and operated in 
trust and the assets of such funds are 
identified with such trusts, then such 
funds may not be added to, and so con- 
fused with, the funds of the custodian. 


There are some few cf our Canadian 
trust companies, however, who have al- 
ready taken the necessary steps and have 
published their annual balance sheets in 
accordance with the above Rule 17. To 
these companies I wish to say a sincere 
“Thank You!” and with the fullest 
meaning which these small words imply. 


EXAMPLE “C” — FRIENDLY 
NONPROFIT ORGANIZATIONS 
(See Page 20) 

Of all the statements which are used 
today, probably this one is the most in- 
teresting. From an historical viewpoint 
I believe it is very likely to be the 
very oldest form of all. This is the type 
of accounting, and possibly civic and 
government funds too, which lead me to 
believe that the accounts of earlier gen- 
erations were presented in this simple 
and easily understood manner. How- 
ever, there are so many of our profession 
who deal with commercial company 
structures only, that they are very likely 
to look upon the trading type of balance 
sheet as being their basic standard of 
perfection. In any event if some one 
mentions the word balance sheet to an 
accountant his mind is inclined to start 
thinking in terms of share capital and 
earned surplus. 


The five types of funds shown in 
Example “C’” are typical of all such or- 
ganizations. While the headings may 
appear to be chosen at random they are 
not. They are rather the standard head- 
ings which should be used in this type 
of accounting. However, I will say that 
if one sees the actuarial liability duly 
set up as I have prescribed, then he will 
have seen the exception rather than the 
rulé. 

RULE 18 

Where a fund is allotted or segregated 
for a specific purpose, the purpose must 
be clearly described. 


RULE 19 
Where a fund is subject to a condition 
involving that of the age or the life of 
the members of an association, then the 
fact must be noted and appropriate pro- 
vision for the actuarial liability set up. 


EXAMPLE “D” — 
A LIFE INSURANCE COMPANY 


(See Page 21) 


The life insurance business with its 
many millions of dollars you may con- 
sider to be rather an insurmountable 
problem when it comes to making a 
simple analysis of its funds. It is noth- 
ing of the kind. The real fact is that the 
life insurance statement of balanced 
funds is nothing more or less than our 
standard Form No. 4 — Associated 
Groups of Funds Acting in Partnership. 

The partners in this example are the 
participating policyholders’ funds, the 
staff funds, and the shareholders’ funds. 
You will notice that I have missed men- 
tioning the non-participating  policy- 
holders. This is because the credits of 
this section are not true accounting funds 
but rather specifically guaranteed liabili- 
ties of the shareholders’ funds or, in mu- 
tualized companies, that of the participat- 
ing policyholders’ funds. As a compar- 
able study see the guaranteed liabilities of 
a trust company. 
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Quite in accordance with our list of 
established rules, all of the above funds 
own the assets jointly and assume mutu- 
ally an insignificant amount of liabilities 
not properly applicable to any particular 
one fund. It will be noticed that the 
large and important liabilities set up are 
those of individual funds and are not 
therefore owed generally by all of the 
funds. See, for example, the Insurance 
Department’s report where, in the “Sep- 
aration of Accounts Schedule’, this prin- 
ciple is established. 


The necessary partnership agreement 
as between the funds and groups of as- 
sociated funds which the basic principles 
of fund accounting require is set out in 
the legislation governing the life insur- 
ance business in Canada. In addition, 
the Insurance Department at Ottawa acts 
as supervisor of all the life companies in 
order that the equities of the several 
funds involved in the operation are at 
all times carefully maintained. I know 
from my personal experience in the au- 
diting of life companies that the records 
kept are sufficiently accurate so that all 
proper divisions in the accounts are kept 
meticulously. However, the annual 
statements of such companies are design- 
ed in a manner which seems to deny this 
most important fact. 


The annual published balance sheets of 
life insurance companies are prepared ac- 
cording to the ‘‘generally accepted prin- 
ciples of life insurance accounting’’. Hav- 


ing in mind the basic principles of fund 
accounting, such companies might do 
well to consider a material change in the 
credit side of their statements as credit 
balances pertaining to their trusts should 
not perhaps be confused with the credit 
balances of the custodian company’s 
funds. 

The fund accounting positive rule 
which I believe is based on sound and 
logical reasoning is the governing fac- 
tor in the preparation of statements of 
balanced funds for the life insurance 
business. 

RULE 20 


Where the funds held or operated in 
trust and the funds of the custodian own 
the assets jointly then it is correct to dis- 
play such assets as a combined total. 
However under such circumstances excep- 
tional care must be taken to show all of 
the credit balances of such associated 
funds clearly identified one from the 
other. 

The two examples of life insurance 
company balanced statements (on pp. 
21 and 22) are prepared to illustrate 
a most interesting comparison. A life 
insurance company operated by share- 
holders and a similar fully mutualized 
company are shown as they might appear 
when both are displayed according to the 
principles and rules of fund accounting. 
I hasten to add, however, that I am not 
fully aware of the true legal effect of the 
guarantee clause in life insurance. 


CONCLUSION 


In presenting these thoughts in regard 
to the fund theory of accounting, I found 
it necessary to rediscover the standard 
forms which I have described and the 
rules which have been stated. It may be 
that their chief ingredient has been to- 
bacco smoke which presently will blow 
away. It is for this reason that I must 


submit that all should be classed as tenta- 
tive and subject to the final approval of 
others of our profession who may care 
to express their opinions in regard to the 
matter. If there are a few who have 


found the subject interesting, however, 
perhaps the true purpose of such an 
article as this has been accomplished. 
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On the other hand these basic prin- 
ciples of fund accounting are not the 
product of an idle moment. They have 
becin tested and retested, checked and 
double-checked, with many and various 
accounting situations. They are uncomp- 
licated, simple enough for any one to 
understand and I am confident they 
might work very well in practice. You 
will find in them a very severe discipline 
indeed for all types of published state- 
ments and for the man who wishes to 
“dress up” the details of his statement 
they leave him ample room to display 
his talent. 

In conclusion let me present the fol- 
lowing quotations which appear to rec- 
ommend so strongly to the practising 
chartered accountant the serious need for 
him to discover and to establish for gen- 
eral use fixed rules and positive stand- 
ards to be used in the preparation of the 
balanced statements which mean so much 
to the financial world as we know it to- 
day. 

Professor F. W. Merchant, M.A., 
D.Paed., LL.D., Chief Advisor, Depart- 
ment of Education, Ontario, and his co- 
author Professor C. A. Chant, M.A., 
Ph.D., Professor of Astrophysics, Uni- 
versity of Toronto, in their publication 
“Mechanics, An Elementary Text Book”’ 
have this to say, “It is evident that we 
cannot have the practical applicaton of a 
science until the principles or laws of 
that science have been discovered and 
enunciated.” “It is very necessary to 
have accurately fixed standards”. 

In his “Outline of Philosophy’, John 
Watson, Professor of Moral Philosophy 
in Queen's University, Kingston, quotes 


Auguste Comte as follows: ‘We see that 
the essential character of positive philoso- 
phy is to regard all phenomena as sub- 
ject to invariable laws. The aim of all 
its efforts is the precise discovery of such 
laws, and the reduction of them to the 
least possible number’. 

William North Rice in “Christian 
Faith in an Age of Science’’ reports — 
“The work of science is to accumulate 
an increasing store of observations of 
physical phenomena and by comparison 
and induction to detect the laws of those 
phenomena”. — ‘‘And such laws, in ad- 
dition to the facts themselves, comprise 
the whole content of science.” 

In ‘The Fund Theory of Accounting 
and its Implications for Financial Re- 
ports” the author, William J. Vatter, As- 
sociate Professor of Production and Ac- 
counting Control, University of Chicago, 
states: — “There is need for a more 
objective and more fundamental ap- 
proach to the problems of accounting 
theory than is offered by either the pro- 
prietary or the entity basis, if only be- 
cause the manifold uses of accounting 
data cannot be reconciled with a person- 
alistic approach”. — “Some such unit 
must serve as the basis for accounting; 
but it must be devoid of personal impli- 
cations and at the same time sufficiently 
definite to make clear just where its 
boundaries lie; it must be one that may 
be applied to various forms of organ- 
ization and different kinds of activities; 
and it must be one that has a definite 
relation to the processes and the results 
that accounting is expected to achieve. 
Such a unit is to be found in the concept 
of a fund.” 
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The Income Tax 
Appeal Board 


By Fabio Monet, K.C. 


(Assistant Chairman, 
The Income Tax Appeal Board) 


An outline of the 
constitution and procedure of the Board 





NCOME TAX LAW was first intro- 

duced in Canada in 1917. It was 
considered to be a war measure and the 
Act was entitled the Income War Tax 
Act. The original statute had some 24 sec- 
tions, was from our standpoint to-day 
a comparatively simple Act to interpret 
so far as lawyers and accountants are 
concerned and was regarded at that time 
as a fair and equitable means of raising 
the funds so necessary to finance the war. 
It was, of course, inevitable that exper- 
ience would require additions and 
changes in the provisions of the Act. 
Year after year, to meet changing con- 
ditions and requirements of the Canadian 
economy, the Act was amended in var- 
ious ways both as to the incidence of tax 
and the rate structure down to the year 
1939, when Canada again found herself 
engaged in another world conflict. The 
necessities of war were once again re- 
sponsible for substantial and indeed many 
radical and far-reaching changes in the 
income tax legislation of the country as 
it then stood. 


The New Statute 
In this brief period of some 30 years, 
the Income War Tax Act had become a 


very complicated piece of legislation. 
Throughout the country there was a 
growing feeling and, in fact, an insis- 
tency that this Act should be completely 
rewritten so that its terms might be sim- 
plified and clarified and that many of the 
provisions of the Income War Tax Act 
might be more effectively grouped for 
administrative purposes. 


It was as a result of this growing feel- 
ing that, on October 24, 1945, a resolu- 
tion was adopted in the Senate setting up 
a special committee of the Senate to 
examine into the provisions and workings 
of the Income War Tax Act and to form- 
ulate recommendations for the improve- 
ment, clarification and simplification of 
the methods of assessing and collecting 
tax thereunder. 


Many bodies including the Bar Asso- 
ciation and societies of public and 
chartered accountants, taxpayers’ associa- 
tions and other groups of a like nature 
made representations to the Senate com- 
mittee. It, in due course, reported to 
Parliament. Among the recommenda- 
tions made by this committee was the 
creation of an independent Board to 
whom a right of appeal would be given 


An address to the Quebec Students’ Society, Montreal, March 1950 
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to all taxpayers who felt that an injustice 
had been done them in their income tax 
assessment. 


The Board Constituted 


In 1946, the Income War Tax Act was 
amended and among these amendments 
was one constituting the Income Tax Ap- 
peal Board. That Board was to be com- 
posed of a chairman, two assistant chair- 
men, and not less than three or more 
than nine other members. This was later 
changed by amendment in 1948 to pro- 
vide that the Board consist of a chair- 
man and not more than four members, 
one of whom might be appointed as- 
sistant chairman. The Board was given 
jurisdiction to hear appeals from assess- 
ments referable to the 1946 and subse- 
quent taxation years. Its jurisdiction was 
limited to income tax appeals, and did 
not include matters arising under the 
Excess Profits Tax Act. 

I have no doubt that in setting up 
such a Board Parliament had in mind the 
experience in the United Kingdom and 
in the United States in attempting to 
take care of the same problems. In the 
United Kingdom there are local appeal 
commissions made up of individuals liv- 
ing in the locality. These commissioners 
are volunteers and receive no remunera- 
tion. The suggestion is, I understand, 
that they will be well acquainted with 
local conditions and will understand 
matters involved in appeals by local tax- 
payers. To each local commission is at- 
tached a clerk who is paid a salary and 
is in full-time employment. He is ex- 
pected to advise the local commission as 
to the law and to administer the office 
work of the commission. In addition 
there is a special appeal commission com- 
posed of more highly trained individ- 
uals to which an appeal may also be 
taken. An appeal from these lies to the 
High Court of Justice. 


In the United States, a Tax Court 


has been set up to discharge the same du- 
ties as the Income Tax Appeal Board of 
Canada. It was originally called the 
Board of Tax Appeals and was set up in 
the year 1924. I have examined the pro- 
cedure and practice which governs pro- 
ceedings in the Tax Court of the United 
States and I note that a fairly rigid set 
of rules governing the practice of the 
Court has grown up and I think, there- 
fore, that Canada in setting up the In- 
come Tax Appeal Board attempted to 
solve the problem in a manner some- 
where between the local commissions that 
exist in the United Kingdom and the 
fairly formal and rigid practice an¢ pro- 
cedure in the Tax Court of the United 
States. 

Although the Board was authorized 
and first constituted in 1946, the mem- 
bers of the Board were not appointed 
until December 1948. I think possibly 
the reason for this is that since the juris- 
diction of the Board was confined to the 
1946 and subsequent taxation years, there 
would be no possible appeals until late 
in 1948 and, accordingly, no necessity for 
the members of the Board to be ap- 
pointed before that. The Board is an 
independent body and consists, at pres- 
ent, of a Chairman and two members. 
It is a court of record to which is at- 
tached a registrar and a deputy registrar. 


Procedure 


The procedure before the Board in the 
matter of an appeal by a taxpayer is gov- 
erned by the provisions of the Act itself 
or by the rules which the Board is auth- 
orized to make and which must be ap- 
proved by the Governor-in-Council. 

The Act — and I am now referring to 
the Income War Tax Act — provides 
that an appeal shall be instituted by serv- 
ing upon the Minister a notice of appeal 
in triplicate, in the form fixed by the 
rules of the Board, and such notice of 
appeal shall be signed by the appellant 
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himself. The notice shall be served up- 
on the Minister by being sent by regis- 
tered mail to the Deputy Minister of Na- 
tional Revenue for Taxation at Ottawa. 
After being served with the notice of 
appeal, the Minister shall forthwith for- 
ward a copy to the Board, as well as 
copies of all documents relevant to the 
assessment. Included in these documents 
is a brief statement by the Minister in 
reply to the facts and reasons set out in 
the appellant’s notice of appeal. A copy 
of this is sent to the appellant. 


The Act provides, by s. 54, that where 

a taxpayer has served notice of objection 

to an assessment under s. 53 of the Act, 

he may appeal to the Income Tax Appeal 

Board after either 

(1) the Minister has confirmed the as- 
sessment or re-assessed, or 

(2) 180 days have elapsed after service 
of the notice of objection and the 
Minister has not notified the tax- 
payer that he has confirmed the as- 
sessment or re-assessed him. 


It should be noted, however, that no 
appeal under s. 54 may be instituted af- 
ter the expiration of 90 days from the 
day notice has been mailed to the tax- 
payer under s. 53 that the Minister has 
confirmed the assessment or re-assessed. 


One result which flows from the statu- 
tory provision is that where 180 days 
have elapsed after service of the notice 
of objection and the taxpayer has not 
heard from the Minister, the right of ap- 
peal arises and continues to exist until 
the taxpayer does hear from the Minis- 
ter. In other words, the taxpayer has a 
choice. He can, at the expiration of 180 
days, launch his appeal, or he can wait 
until the Minister notifies him that the 
assessment has been confirmed or that he 
has been re-assessed. With this provi- 
sion, any taxpayer who is concerned 
about the matter in dispute has not to 
wait indefinitely before having his par- 
ticular complaint dealt with by the In- 


Mr. Fabio Monet, K.C. was 
called to the Bar in Quebec in 
1923 and was appointed King’s 
Counsel in 1939. In December 
1948 he was named a member of 
the recently constituted Income 
Tax Appeal Board. He became 
assistant chairman of the Board 
in March of this year. 


come Tax Appeal Board. The form of 
notice of appeal as promulgated by the 
Board and published in The Canada Ga- 
zette of August 24, 1949 [1949 Tax Rev. 
125} is, as you would expect, a simple 
one. It requires that the appellant state 
the facts that have to do with his case 
and in the same manner to outline the 
reasons which he advances in support of 
his appeal. It must be signed by the 
appellant himself. 

The appellant, with his notice of ap- 
peal, shall pay the Receiver General of 
Canada a fee of $15, which fee shall be 
returned to the appellant after disposi- 
tion of the appeal if the appeal is al- 
lowed in whole or in part. I may add 
here that, except for the fee of $15 above 
referred to, no costs may be awarded on 
the disposition of an appeal and no fee 
may be charged the appellant by the 
Board. 


Pleadings 


In an ordinary action in a court of law, 
the plaintiff files a statement of claim. 
The defendant, if he proposes to oppose 
the claim, must file a statement of de- 
fence, and the plaintiff may in turn, if 
he sees fit, file a reply. These are very 
briefly the formal pleadings required in 
ordinary litigation in our courts of law. 
Pleadings are required to clarify the is- 
sues at stake in the particular action be- 
fore the Court. The value of a statement 
of claim to the defendant is obvious. He 
knows exactly what the plaintiff relies 
upon in the claim he asserts against the 
defendant. In turn when the plaintiff 
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receives the statement of defence he 
knows what facts are admitted by the 
defendant and what facts are put in is- 
sue. The reply serves the same purpose 
of clarifying the issues that must be tried 
in Court. It follows that the plaintiff 
cannot, without permission being granted 
by the Court, bring up a new claim never 
mentioned in his formal statement of 
claim and likewise the defendant is not 
permitted to rely on things he has not 
pleaded in his statement of defence. The 
same rule applies to any other pleadings 
filed in the action. The Court however 
has power to grant an application to 
amend any of the pleadings. Some- 
times something important is overlooked 
by the person who has drafted the plead- 
ings and he thereupon makes application 
to the Judge of the particular Court in 
which the action takes place asking leave 
to amend his pleadings. If the applica- 
tion is granted it may sometimes be on 
terms; for example the amendment could 
be a material one and if so, the other 
party will have a right to amend his own 
pleadings to deal with the new point 
raised. Again, the Court may impose 
certain costs that may have been occa- 
sioned by the litigant’s failure to draft 
his pleadings properly in the first place. 


It must, however, be realized that when 
the Act provides that any taxpayer may 
perfect his appeal and appear before the 
Board and plead his own case it would be 
defeating the purpose of the Act if the 
same rigidity with regard to the assertion 
of a claim and the assertion of the reply 
was enforced in the case of the Income 
Tax Appeal Board. The Board, there- 
fore, is hopeful that the notice of assess- 
ment, the notice of objection, the notice 
of confirmation or reassessment, the no- 
tice of appeal and the memorandum in 
reply thereto will sufficiently clarify the 
issue to permit the Board to discharge its 
duty of deciding the issue. Under the 
rules promulgated by the Board, there is 


provision that the Board may ask either 
party to the appeal to supply further in- 
formation than that contained in the 
documents. This might be used in some 
cases where the taxpayer was more than 
usually informal in the preparation of his 
notice of appeal. However, I think it a 
necessary corollary of this lack of formal- 
ity in pleadings that the Board will not 
refuse permission to raise other facts or 
other points of law than those set out in 
the documents that are filed. This would 
apply to both parties. If, however, the 
new allegation was material and took the 
other party by surprise, then the Board 
would consider whether the hearing 
should be adjourned in order to permit 
the other side to consider the new point, 
which might take him by surprise, so 
that both parties will be placed in a po- 
sition of equality. The Board has no 
power to impose costs as a sanction in 
granting an adjournment. It must, there- 
fore, rely on the method that I have sug- 
gested in order to give each party a full 
and complete opportunity to present his 
case to the Board. 

I might suggest too that the experience 
of the Board may be such as to require 
that in some complicated cases formal 
pleadings should be filed by the parties. 
We hope not, but this is a matter that 
time and experience will decide. 

Simplicity 

I have outlined the brief history of the 
circumstances that led up to the setting 
up of such a Board. Anyone who cares 
to read Hansard dealing with the matter 
and who studies the provisions of the 
Act will come to the conclusion that Par- 
liament had in mind setting up a tribunal 
to which a dissatisfied taxpayer might ap- 
peal with the minimum of expense and 
with the minimum of formality so far as 
the procedure was concerned. The Board 
recognizes this intention of Parliament 
and intends to make every effort to carry 
out this purpose. 
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Prior to the setting up of the Income 
Tax Appeal Board, an appeal lay from 
the Minister’s confirmation of the as- 
sessment or reassessment to the Ex- 
chequer Court. If the taxpayer decided 
to appeal to that Court, he had to make 
a deposit of $400 against the possible 
costs in the appeal. In the case of the 
Income Tax Appeal Board the taxpayer 
deposits only the sum of $15. The in- 
expensive nature of the appeal process 
compares favourably therefore with the 
ordinary scale of costs in an ordinary ac- 
tion in Court. 


Locale of Hearings 


In addition, the Board proposes, hav- 
ing in mind the saving of expense and 
convenience to the taxpayer, to set the 
cases down for hearing at the nearest 
principal city or town in the Province in 
which the taxpayer resides. The Board 
maintains permanent offices in Ottawa 
and any cases can, of course, be heard 
there comparatively quickly. 


I would point out, however, that in ad- 
dition to being members of the Income 
Tax Appeal Board, we are taxpayers and 
hope to have a proper appreciation of the 
public expenses involved in carrying out 
the duties assigned to the Board. For 
that reason, the members of the Board 
must attempt to see that when they leave, 
say for Western Canada or the Mari- 
times, sufficient cases are set down for 
hearing as would justify the expenses in- 
volved. The appellants in those areas 
can either wait until the Board visits their 
nearest centre or, if there is a desire to 
have the appeal disposed of more quick- 
ly, they can arrange to have it heard in 
Ottawa, where the Board maintains per- 
manent offices, or at any other point 
where the Board might be sitting in the 
interval. The itinerary of the Board 
must be arranged considerably ahead of 
the time for departure from Ottawa, since 
arrangements must be made for a suitable 


place for the hearings in the different 
cities that the Board proposes to visit. 

The rules require that the appellant 
be given 15 days’ notice of the time and 
the place for hearing and also provide 
that all applications for postponement be 
made as promptly as possible after the 
receipt of the notice of hearing. This 
can be done by telegram or in writing. 
The application must set out the rea- 
sons given in support of the application 
and a copy of the application must be 
sent to the other party. The rule further 
provides that, except in conformity with 
the rule that I have outlined, applications 
for postponement will not be granted un- 
less the reasons are urgent. The Board 
fully recognizes that an appellant may 
meet very serious and unexpected diffi- 
culties by way of sickness or otherwise 
and has, therefore, made the rule flexible 
enough to be able to hear that applica- 
tion at any time up to the day of the act- 
ual hearing. However, taxpayers who 
intend to use the Income Tax Appeal 
Board are invited to co-operate with the 
Board in cutting down unnecessary ex- 
pense in connection with the operation of 
the Board. 


Court of Record 


As I have already stated, the Income 
Tax Appeal Board is a court of record 
and in the words of the Act may (a) 
summon before it any witness and require 
him to give evidence orally or in writ- 
ing on oath or, if he is a person entitled 
to affirm in civil matters, on solemn af- 
firmation, and to produce such documents 
and things as it deems requisite to the 
full investigation of the facts in issue, 
and (b) enforce the attendance of wit- 
nesses and compel them to give evidence. 
The witnesses called will be sworn and 
will give their evidence in the same man- 
ner as they would in any other Court and 
will be subject to examination and cross- 
examination. 
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The Minister and the appellant may 
appear in person or may be represented 
at the hearing by counsel or an agent or, 
with the consent of the Minister and the 
appellant, the Board or the Chairman 
may order that written submission be 
filed in addition to, or in place of, an 
oral hearing. 

An appeal may, in the discretion of the 
Board, be heard in camera or in public 
unless the appellant requests that it be 
heard in camera in which case it shall 
be so heard. 

In dealing with an appeal, the Board 
may dispose of it by (a) dismissing it, 
(b) vacating the assessment, (c) varying 
the assessment, or (d) referring the as- 


Professional Notes 


BRITISH COLUMBIA 
Helliwell, Maclachlan & Co., Chartered 
Accountants, 1818 Marine Bldg., Vancouver, 
announce the admission to partnership of 
Messrs. D. J. Kelsey, C.A. and G. M. Mil- 
ler, C.A. 


NEW BRUNSWICK 
Moncton Branch of Students’ Society 
The Moncton students held their final 
meeting of the season on May 20 and elected 
their officers for the coming year. The new 
executive is as follows: chairman, John Kil- 


lorn; secretary, Francis Smith; executive 
committee, Bert Forse, Joe Harper, Vic 
Johnson. 


The special speaker at this meeting was 
Mrs. Erma P. MacPherson, C.A. who spoke 
on “Internal Check’. 

- * am 


Maritime Students’ Convention 
More than 150 students attended the 2nd 
annual convention of the Maritime Students’ 
Societies held in the Admiral Beatty Hotel, 
Saint John, on Friday and Saturday, June 2 
and 3. On Friday addresses were given by 


W. W. B. Dick, C.A., H. A. Renouf, C.A., 


sessment back to the Minister for recon- 
sideration and re-assessment. 


If the appellant or the Minister is not 
satisfied with the decision of the Income 
Tax Appeal Board, a further appeal lies 
to the Exchequer Court of Canada. 


Judging by the ever increasing number 
of appeals it is evident that the income 
taxpayer wishes to avail himself fully 
of the advantage he has been given to 
bring his grievance before an indepen- 
dent body without a great cost to him- 
self. Many problems never taken before 
the Courts are now brought before the 
Board. To fulfill their task, the mem- 
bers of the Board need the full co-op- 
eration of all those who appear before it. 


and M. Gerald Teed, K.C. There was a 
dinner and dance at the Riverside Golf and 
Country Club on Friday evening. On 
Saturday those attending the convention 
heard Mr. C. L. King, F.C.A. discuss ac- 
counting research in Canada and R. N. A. 
Kidd, C.A. outline the methods of student 
training. Following a luncheon on Saturday 
at the Admiral Beatty Hotel, the students 
conducted a general forum entitled ““What's 
Your Beef?”. A number of distinguished 
leaders of the profession in the Maritimes 
attended the convention as special guests. 


NOVA SCOTIA 
Mr. H. R. Doane, C.A., president of the 
D.A.C.A., was elected an international trus- 
tee of Kiwanis at the Kiwanis International 
meeting at Miami in May. 


ONTARIO 
Chartered Accountants Club 
of Western Ontario 
The first annual meeting of the Char- 
tered Accountants Club of Western Ontario 
was held at the London Y.M.C.A. on Friday, 
June 9. The following officers were elected 
for the coming year: president, F. B. Camp- 
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bell, C.A.; vice-presidents, G. A. MacDou- 
gall, C.A.; F. L. Norwood, C.A.; D. Angus 
MacFarlane, and Norman Murphy; secretary, 
Miss N. M. Foulds, C.A.; ¢reaswrer, Bruce 
McGill. Following the business part of the 
meeting, the guest speaker, Mr. R. J. 
Churchill, executive editor of The London 
Free Press, spoke on the gathering of local 
and world-wide news. Refreshments were 
served. 

e ® e 

Ottawa Chartered Accountants Club 
The annual spring golf tournament and 

dinner of the chartered accountants club of 
Ottawa was held at the Rivermead Golf 
Club on Tuesday, May 30, 1950. The presi- 
dent, Mr. J. K. Davey, presided at the din- 
mer and Mr. W. F. Williams, director gen- 
eral of the Corporation Assessment Branch 
of the Department of National Revenue, 
presented the prizes to the following suc- 
cessful golfers: low gross, E. D. Martin; 
second low gross, J. B. Kearney; low met, 
A. V. Neil; second low met, B. A. Millar; 
high gross, D. J. McClellan; bigh net, G. L. 
Stevenson and J. Ross (tie); sealed holes, 
L. Masse. 

* * a 

Mr. Guy W. Smith, F.C.A., has been elect- 

ed president of the Public Accountants 
Council for Ontario which has been formed 
to receive and grant applications for licen- 
ces to practise public accountancy in the 
Province. The secretary of the Council is 
Mr. H. E. Crate, F.C.A. 

* * * 


Windsor Chartered Accountants Club 

A chartered accountants club is being 
formed in Windsor, Ontario. A welcome is 
extended to all members of the Dominion 
Association of Chartered Accountants lo- 
cated in the Windsor, Ontario and Detroit, 
Michigan areas. All members desiring to 
join this club are requested to correspond 
with William F. Harvie, C.A., 911 Canada 
Trust Bldg., Windsor, Ont. 


Mr. Spencer H. Over, C.A. was elected 
president of the British Empire Club of 
Providence, Rhode Island, for the 36th time 
on Empire Day, May 24, 1950. 


PRINCE EDWARD ISLAND 


McDonald, Currie & Co., Chartered As- 
countants, announce that they have com- 
bined their Prince Edward Island practice 
with that of Mr. Neil W. Higgins, C.A. 
Henceforth the two practices will be carried 
on under the firm name of McDonald, Cur- 
rie & Co., Chartered Accountants, with of- 
fices in the Currie Bldg., Charlottetown. 
Mr. Higgins will be associated with the firm 
as a consultant. 


QUEBEC 
Dobrin, Dainow & Simkover, Chartered 
Accountants, 694 St. James St. W., Mont- 
real, announce the admission to partnership 
of Messrs. Eli Share, C.A. and Hyman Den- 
nick, C.A. 


* * * 


Mr. Jack R. Stein, B.Com., C.A. announces 
the opening of a new office for the prac- 
tice of his profession at Ste. 418, Wilson 
Bldg., 757 Place d’Armes Hill, Montreal. 

* * * 


Mr. T. L. Ferguson, O.B.E., C.A., a 
general partner of Price, Waterhouse & 
Co. (European Firm), has been awarded the 
Order of the British Empire in the last 
Birthday Honours List — Foreign Office 
Section. Mr. Ferguson is resident in Brus- 
sels and has also received the Belgian 
honour of being made Chevalier de l’Ordre 
de la Couronne. 

* * * 


Clarkson, Gordon & Co., Chartered Ac- 
countants, announce the removal of their 
Montreal office to the Aldred Bldg., 507 Place 
d’Armes, Montreal. 





Letters from Readers 


Windsor, Ont., Mar. 10, 1950 
THE NEW DEPRECIATION REGULATIONS 


Sir: The subject of depreciation and income 
tax allowances therefor must have concerned 
all thinking accountants for some time. Prim- 
arily, I feel that the new regulations are a 
distinct improvement over the old. There are, 
undoubtedly, some difficulties which were not 
foreseen and will have to be corrected, and 
some which were undoubtedly foreseen but 
for which no good alternative appeared avail- 
able. However, the hullabaloo surrounding 
the selection of the “reducing balance” prin- 
ciple, replacing the “straight-line” method, 
does not seem to me entirely justified. Neither 
method is sound if anyone reading a balance 
sheet is to be guided by the values shown for 
plant and equipment, and any auditor who has 
thought about the subject at all must have had 
qualms in giving a “clear certificate” to any 
balance sheet with respect to the true values 
reflected in the fixed assets. His “true and 
correct view” was certainly not made on any 
appraisal of the true values but solely on the 
arbitrary and frequently changing rates which 
happened to be allowed by the Income Tax 
District in which his client was situated. For 
example, I have in mind balance sheets pre- 
pared for commercial fishermen in the Port 
Dover area where the Department allowed 
a 10% rate for depreciation on their boats; 
a similar balance sheet prepared for commer- 
cial fishermen in the Windsor area where a 
6% rate was allowed at the same time, and 
balance sheets prepared which had come under 
the scrutiny of the Department in Ottawa 
where a maximum of 4% only was allowed. 
In all three cases “clear certificates” have been 
given, yet, quite obviously, the profits reflected 
and the balance sheet values for the equip- 
ment were quite different even though the 
revenues and expenses might have been iden- 
tical otherwise. 

In addition, I have just recently revised a 
client’s financial statements for the year ended 
August 31, 1949, reflecting therein the new, 
and in their case, higher depreciation allow- 
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ances made optional by the new Act. The 
former balance sheet was given a “clear cer- 
tificate” and reflected profits of $5,700 odd, 
for the year. The revised balance sheet was 
given a “clear certificate”, and reflected profits 
of $1,200 for the year. In explanation, and 
in my report, the situation was explained, 
but I need not have done so and still quali- 
fied with any minimum standard of auditing 
practices that have come to my attention. 

I have reviewed, very carefully, Professor 
Byrd’s article in The Canadian Chartered Ac- 
countant, February, 1950. His arguments do 
not appeal to me as practical in the business 
world. He lists four points, as follows: 

(1) It is too simple 

In what manner is it simpler? Anyone can 
calculate, at a glance, the depreciation on 
machinery, on a 10% “straight-line” method 
for any given number of years, whereas un- 
der the “reducing balance” method consider- 
able figuring is necessary. 

(2) The average user will overlook - - - the 
necessity for using a higher percentage rate. 

Since the average user will, almost certainly, 
use the rates allowed by the Tax Department 
and reasonably higher rates have been includ- 
ed, this argument seems to fail completely. 
(3) The higher provision in the early years 
is - - - inequitable. 

While too high a percentage might con- 
ceivably be absorbed in the early years, is this 
necessarily bad? Accountants have always 
been conservative, and, with modern techno- 
logical progress, any machine or plant may 
find itself obsolete over night. There comes 
to mind, in 23 years of practice, one company 
only which attempted to determine true allow- 
ances for depreciation for their equipment. 
This was a large steel company whose eng- 
ineers attempted to determine in advance the 
probable useful life of each article of equip- 
ment purchased. Plant schedules were kept, 
with monthly provisions at the most diverse 
rates of allowances so calculated. Then one 
fine day in 1932 one of their more expensive 
machines, costing approximately $50,000, was 
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rendered obsolete over night by a new devel- 
opment in the product using that machine. 
The useful life had been estimated at twenty 
years, and the undepreciated balance was $28,- 
000 at the date the machine was sold for 
scrap. This loss, of course, could not, under 
the old regulations, be treated as a business 
loss, which it undoubtedly was. This occasion 
was the “straw that broke the camel’s back” 
of the accounting department for that com- 
pany. We had been urging for some time 
that the monumental task of keeping the de- 
preciation records in such a fashion, based, as 
it was, on assumptions which most frequently 
proved incorrect, was useless and probably 
bound to be costly. They immediately switched 
around to the simpler “straight-line” income- 
tax-permitted regulations, and with satisfaction 
to all. 


(4) Hidden in one composite figure are units 
at widely different rates. 

Anyone who thinks the “straight-line” 
method of 10% on machinery doesn’t carry 
the same charge, has not seen an appraisal 
by a competent company compared with the 
book value of the assets covered after several 
years of operations. 

It is, therefore, a matter of indifference to 
me which method of depreciation allowances 
is to be used although I slightly favour the 
more conservative one now in effect. What 
would appear desirable to me, however, would 
be to have the Committee on Accounting and 
Auditing Research consider the necessity for 
including in the auditor's report some posi- 
tive indication that his “true and correct view” 
does not extend to the plant values nor to the 


reserves for depreciation. 
F. LORENZEN, C.A. 


McGill University, Montreal, June 13 
DIMINISHING BALANCE DEPRECIATION 
Sir: It would appear, from discussion of 
the matter in the House of Commons on 
May 18, that I am believed to have stated 
in my article of February last that Britain 
has completely abandoned the diminishing 
balance method of depreciation provision, 

for income tax purposes. 
This, of course, is not so. In my article 
I quoted The Accountant as saying that “it 


is high time that accountancy science should 
lead the Inland Revenue rather than follow 
as an obedient lamb to the slaughter”. It is 
the accountancy bodies who have led the 
campaign against the out-dated method and, 
as a result, the Inland Revenue authorities 
are gradually retreating from their long- 
standing position of exclusively requiring 
use of the diminishing balance method. I 
will not go into details but suffice it to 
say that, for income tax purposes, the 
straight-line method is gradually being intro- 
duced in Britain. Thus industrial buildings 
erected before April 6, 1944 are now de- 
preciated on the diminishing balance method 
but for those constructed since that date 
the straight-line basis is used. The straight- 
line method has also recently been made 
optional for machinery and plant where, 
before, the diminishing balance method was 
the only one recognized. 

Thus my whole warning is that whereas 
even for income tax purposes the diminish- 
ing balance method is goimg out in the 
country where its use has for so long been 
traditional, it is comimg im in the country 
which has so long been the champion of the 
straight-line method. Britain is abandoning 
it because of its proved deficiencies, while 
Canada is taking it up in the hope of ob- 
taining benefits which are illusory. 

I should add that I have never stated that 
South Africa has abandoned the diminish- 
ing balance method. There again it has 
long been used exclusively for income tax 
purposes, but I have no doubt that the same 
trends will be found there as in Great Brit- 
ain. We do not look in the income tax 
provisions for the latest developments in 
accountancy. But such developments are 
bound, in due course, to reflect themselves 
in changing requirements for income tax 
purposes. 

At the time I wrote my article I had not 
seen the actual income tax regulations. It 
is now clear that my fears were amply jus- 
tified. The division of assets into classes, 
with provision for the merging of profits 
or losses on the realization of any asset with 
the book values of other assets of the same 
class, will bring chaos into Canada’s account- 
ing for capital assets. Balance sheet values 
will surely be meaningless, the balance 
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sheets being likely to contain “dead assets” 
carried forward for depreciation long after 
they have ceased to exist. The problem of 
reflecting the true position will be a diffi- 
cult one for accountants. But the more 
clearly it cam be reflected the more absurd 
will the position be shown to be. 


Alas! it is now presumably too late to 
avoid the issue. Accountants must do the 
best they can to reflect “dead assets” quite 
separately from those in current use and 
similarly to show separately credits brought 
forward as a result of profits on realization 
of assets. It would seem, however, that no 
ingenuity of the accountants can avoid dis- 
tortion of the annual profits. The mere 
doubling of the old rates under the dimin- 
ishing balance method will certainly be quite 
inadequate in the case of most assets, so that 
under-provision for depreciation will result. 
But I shall not pursue that matter in this 
letter. 


KENNETH F. ByRD 
Professor of Accountancy 


Vancouver, May 9, 1950 
RULINGS OF THE TAX DEPARTMENT 


Sir: Many cases arise from time to time 

where the rulings of the Income Tax De- 

partment conflict with what practitioners have 
learned to recognize as good accounting 
practice. A few examples might be given:— 

1. Interest on arrears of corporation income 
taxes is not allowed as a charge to opera- 
tions although it is a financing charge, the 
same as interest on any other overdue ac- 
count. Disallowance adds to the difficulties 
of many small companies short of work- 
ing capital. 

2. The new tax regulations require that a 
shareholder’s overdraft, even in the case 
of a deficit, be treated as a dividend un- 
less for the purpose of building a house or 
buying shares in the company. Many of 
these overdrafts are of a temporary na- 
ture and are usually repaid within a year. 
Where there is a deficit loans might prop- 
etly be regarded as a distribution of cap- 
ital and the Tax Department ruling ap- 
pears contrary to accepted principles. 


3. Writing off depreciation is optional under 
the new Act, but from an accounting 
standpoint depreciation due to wear and 
tear and obsolescence is continuous 
whether or not a profit is made. In 
the years before income tax was in effect 
chartered accountants usually insisted that 
proper provision be made for depreciation 
in all cases, and it is difficult to reconcile 
the Tax Department procedure with good 
accounting practice. 

Corporation income is in a different cate- 
gory from income from salaries or invest- 
ments, but it would appear that the Income 
Tax Department views corporation profits as 
realized profits. The proper course is sure- 
ly to regard the Crown as a participant in 
the profits and this requires a reasonably broad 
view of the accounts, particularly when certi- 
fied to by members of a recognized body of 
accountants. 

A collection campaign is being waged by 
the Tax Department against all those in ar- 
rears of tax and great pressure is being used 
to collect. Many small companies have ex- 
panded during and since the war and this 
expansion is reflected in bank borrowings, in 
increased inventories and accounts receivable, 
and in heavy liabilities. © While abnormal 
profits have been shown, creditors have to be 
taken care of and in many cases the banks 
require reductions in loans, and cash is often 
not available to pay the Crown its share of 
the profits. The question is whether the Tax 
Department is justified in regarding the 
Crown as a preferred creditor or whether the 
correct attitude is to wait until the company’s 
liquid position will permit the payment of the 
tax. This may mean, in some cases, that the 
Crown will not get its share of the profits, 
but this might be preferable in the long run 
to forcing many concerns into bankruptcy, 
and adding to the already large number of 
unemployed. 

One is frequently asked why the Institute 
of Chartered Accountants does not exert its 
influence on behalf of the smaller types of 
business and this letter is written with a 
view to inviting comment particularly from 
those whose engagements cover the smaller 
and medium-sized business fields. 

PRACTITIONER 








X v. Institute of Chartered Accountants of Manitoba 
(Manitoba Court of King’s Bench, Beaubien ]., February 17, 1949) 





This was an appeal to a Judge of the Court 
of King’s Bench from a decision of the 
Council of the Institute on April 12, 1948, 
whereby appellant was found guilty of pro- 
fessional misconduct and suspended from 
membership in the Institute for three years 
from April 12, 1948. 

X and Y were partners in a firm of chart- 
ered accountants practising under the firm 
mame X & Co. On Nov. 14, 1945 the 
auditor of the Winnipeg Grain Exchange re- 
quested the firm to make a surprise audit of 
a certain broker company, prepare a balance 
sheet as at the close of business on Nov. 17, 
and report thereon in accordance with the 
by-laws of the Exchange. 

Section 32(3) of the Securities Act, R.S.M. 
1940, c. 188, dealing with such surprise au- 
dits, required the auditor to make a full 
report to the Exchange auditor, and, in ad- 
dition, to specially report to the latter upon 
the broker’s observance of the provisions of 
the Act and the Exchange by-laws, together 
with such further information as he deemed it 
in the public interest to report upon. In addi- 
tion the Grain Exchange itself had passed a 
by-law and a resolution giving detailed in- 
structions as to how the examination of 
brokers’ books and affairs must be made, and 
of these X was aware. 

X was the auditor of the broker company 
of which he was thus required to make the 
surprise audit and Y, his partner, was the 
company’s secretary. X alone, however, pre- 
pared the statements and report. On Decem- 
ber 6, 1945 a certificate was issued in the 
mame of the firm of X and Co. reciting that 
they had completed the audit and verified the 
attached balance sheet and reported in effect 
that everything was in order. Subsequently 
further information was supplied to the Ex- 
change auditor in response to his request for 
a breakdown of certain items contained in the 
balance sheet. After some delay the Exchange 
auditor reported to the secretary of the Ex- 
change that he was unable to certify to the 
affairs of the broker in the usual terms, and 
another firm of accountants was then employed 
by the Exchange to make a special audit of 
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the broker’s accounts. Following the latter 
firm’s report, the registrar under the Securities 
Act wrote a confidential letter to the secretary 
of the Institute of Chartered Accountants 
pointing out discrepancies between the state- 
ment prepared by X & Co. and that prepared 
by the other firm subsequently employed. 

A special meeting of the Institute Council 
was held on April 29, 1946, the letter from 
the registrar considered and a committee of 
enquiry consisting of three members was ap- 
pointed to inquire into the discrepancies be- 
tween the two statements referred to in the 
letter. Section 7 of by-law 8 of the Institute 
provided for the appointment of special com- 
mittees in certain circumstances and specified 
that the president of the Institute should be 
chairman of such a special committee. The 
committee of enquiry appointed following the 
meeting of the Institute Council on April 29, 
1946 did not comply with this requirement, 
a member of the Institute other than the 
president being appointed its chairman be- 
cause of the president's illness. 

The committee of enquiry proceeded with 
its investigation of the statements, and both 
X and his partner appeared before it. The 
secretary of the Institute, although not a mem- 
ber of the committee, took an active part in 
the proceedings. The committee made a re- 
port in which it found X guilty of issuing a 
false and misleading statement in various 
respects, which it set out in detail, and as a 
result of its finding the committee laid formal 
written complaint against X as required by 
by-law 14 of the Institute. A formal com- 
plaint in writing was then laid against X 
by another member of the Institute, charging 
him with knowingly and wilfully issuing a 
false or misleading statement and of pro- 
fessional misconduct in connection therewith; 
and the complaint set out the particulars of 
the charges in detail. A special committee 
consisting of the complainant and three other 
persons was thereupon set up by the Institute 
to investigate the formal complaint, and X 
was represented by counsel at the hearings. 
Apart from objections by X’s counsel to the 
admission of a great portion of the evidence 
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the proceedings thereat were conducted on a 
high plane. The special committee reported 
to the president and members of the Council 
that they found X guilty of professional mis- 
conduct, setting out the particulars thereof, 
but stated that X did not act from any im- 
proper motive. On April 12, 1948, a special 
meeting of Council received the report of the 
special committee, heard representations on 
behalf of X, and then adopted the findings of 
the committee, found X guilty of professional 
misconduct and suspended him from member- 
ship in the Institute for three years. Two of 
the members of the committee of enquiry and 
two of the members of the special committee 
which laid the complaint against X were 
present at the meeting of the Council. 

X appealed on the following grounds: (1) 
that the investigation by the committee of 
inquiry was of an inquisitorial nature; (2) 
that the Institute secretary, who was not a 
member of such committee, acted thereon and 
was vindictive; (3) that such committee was 
improperly constituted under by-law 8 section 
7 and was therefore without jurisdiction; (4) 
that the special committee had read the evi- 
dence and conclusions of the committee of 
enquiry before commencing its own investiga- 
tions, and therefore could not approach their 
duties with an open mind; (5) that X was 


charged with knowingly and wilfully issuing, 


or signing a false and misleading statement or 
report under s. 21(1) of the Chartered Ac- 
countants Act, and the special committee’s 
finding that he did not act from any im- 
proper motive was tantamount to an acquittal, 
and that the Institute Council in finding him 
guilty of professional misconduct convicted 
him of an offence with which he was not 
formally charged; (6) that those members 
of the committee of enquiry and the special 
committee who were present at the Institute 
Council meeting which found X guilty of 
professional misconduct occupied the dual posi- 
tion of accusers and judges; (7) that the 
normal and recognized standard of skill and 
care to be exercised on the surprise audit 
was disregarded by the Institute Council; (8) 
that the punishment imposed was excessive. 

In delivering judgment, Mr. Justice Beau- 
bien pointed out that as the duties of an 
auditor making an audit of the books and 
affairs of a broker were clearly defined by 


the Securities Act and by the by-laws and 
resolution of the Exchange, he was of the 
opinion that such duties were of a higher 
order than those outlined in In re London & 
General Bank (#2) [1895] 2 Ch. 673, fol- 
lowed in In re Kingston Cotton Mills Co. 
[1896] 2 Ch. 279 and in International Lab- 
oratories Ltd. Vv. Dewar, 41 Man. R. 329, 
which deal with the: standard of care re- 
quired of an auditor at common law. In this 
case X’s duties were statutory and obligated 
him to perform certain specified duties. 


Speaking of the constitution of the com- 
mittee of enquiry, the learned Judge said that 
the appointment of a person as chairman other 
than the president of the Institute would 
seem to be beyond the strict powers of the 
Institute and would seem to affect the juris- 
diction of the special committee to adjudicate 
upon and to investigate into the matter. How- 
ever, he said, this was a question which, con- 
sidering the conclusion he expressed later, he 
did not think necessary to deal with. 

The evidence, said His Lordship, disclosed 
the following facts: 

Although the certificate given by X was 
final in form, the Exchange auditor evidently 
was not deceived by it, because four days after 
receiving it he made a written request for a 
complete breakdown of certain items appear- 
ing in the balance sheet forming part of the 
audit. That breakdown was prepared by X’s 
partner and was forwarded to the Exchange 
auditor before the latter reported to the Ex- 
change, and it substantially supported the bal- 
ance sheet attached to the audit prepared by X. 
In other words, while the certificate was final 
in form, it was not acted upon until the 
verifications, which should have been made 
by the appellant before giving the certificate, 
were completed. A day or two after the date 
of his certificate X obtained bonds in the sum 
of $100,000 from one of the company’s of- 
ficers, which he kept under his control and 
which could have been negotiated for the 
purpose by meeting any immediate call on the 
company. X said that with this security no- 
body could lose a nickel and added that in 
the next two days demands on the company 
totalling $95,000 were met. His Lordship 
said that quite evidently X entertained certain 
fears as to the ability of the company to meet 
its commitments, and that it would appear 
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that, knowing the bonds which he secured 
after giving his certificate were available at 
the time he gave it, he felt he was justified 
in giving it. 

That X made a serious mistake in giving 
his unconditional certificate there could be no 
doubt, said His Lordship, and added that the 
Council had taken a grave view of the mis- 
take and qualified it as professional mis- 
conduct, though conceding that X did not 
act from any improper motive. The question 
to decide, he said, was: Was X guilty of pro- 
fessional misconduct in doing what he did? 

His Lordship then considered at some 
length the following cases dealing with pro- 
fessional misconduct of members of pro- 
fessional societies and the status in law of a 
finding to that effect by a disciplinary com- 
mittee of the professional society. Re Cherniak 
and College of Physicians and Surgeons of 
Ontario [1920] 51 D.L.R. 522; Latimer v. 
College of Physicians and Surgeons of B.C. 
[1931] 3 D.L.R. 304; Re Hett and College 
of Physicians and Surgeons of Ontario 
[1937] O.R. 582. He also referred to: 
Leeson v. General Council of Medical Educa- 
tion and Registration (1890) 43 Ch. D. 366; 
Allinson v. Gen. Council of Medical Educa- 
tion [1894] 1 Q.B. 750; Re Davidson and 
Royal College of Dental Surgeons of Ontario 
[1925] 3 D.LR. 543; MacLean v. Workers’ 
Union [1929] 1 Ch. 602; College of Dental 
Surgeons V. Coultas [1935] 2 D.L.R. 609. 

Although not unmindful that decisions in 
cases where there is no right of appeal or 
only a restricted right of appeal may be dis- 
tinguished from the present case, said His 
Lordship, he felt bound to hold on the 
strength of the authorities cited that the ques- 
tion whether or not there was professional 
misconduct by X under the circumstances was 
one for the members of the Institute to de- 
cide, and that it would be wrong for him in 
the light of the evidence to consider whether 
the special committee arrived at a right con- 
clusion upon X’s conduct. In His Lordship’s 
view, notwithstanding the form of the com- 
plaint served on X, the special committee 
was justified in directing the enquiry into 
the propriety of X giving the unconditional 
certificate. 

His Lordship then turned to the question 
whether the decision made by the Institute 


Council was invalidated because of the pres- 
ence at its meeting of two members of the 
committee of enquiry which laid the com- 
plaint. It might be argued with considerable 
weight, said His Lordship, that it was not, 
properly speaking, their complaint, and that 
they acted in accordance with the rules of 
the Institute to which X subscribed, and that 
there was therefore no reason why the Courts 
should interfere on grounds of public policy. 
While these views were expressed in the 
MacLean case, supra, Beaubien J. said that he 
was unable to subscribe to them, and that he 
was forced to say that the presence of the 
two members in question at the meeting of 
Council which found X guilty created a grave 
doubt in his mind as to the validity of the 
proceedings held and the decision made by the 
Council at such meeting and he zeferred to 
the Leeson and Allinson cases, supra, wherein 
the Court of Appeal (England) reaffirmed 
the principle that a man cannot be plaintiff 
of prosecutor in an action and at the same 
time sit in judgment to decide it. 


His Lordship then concluded by pointing 
out that the Act empowered him “to make 
such order, either confirming, amending, or 
setting aside the suspension or for further 
enquiries into the facts of the case” (Charter- 
ed Accountants Act, R.S.M. 1940, c. 31, s. 
21(2), enacted 1948(Man.), c. 7). Tech- 
nically speaking, he said, the decision of the 
Council could be declared a nullity for the 
reasons mentioned, and could well be set 
aside, in which case justice would demand that 
he order a new hearing. “I am of the 
opinion”, proceeded His Lordship, “that the 
appellant deserves some punishment for what 
he has done. With respect, however, I think 
the term of suspension was unduly severe and 
I feel that he has already suffered sufficient 
punishment for anything he did.” Consider- 
ing all the circumstances, that the proceed- 
ings leading to the suspension took over two 
years, that at the time of suspension X was 
an elderly man, and had theretofore been a 
member in good standing of the Institute, 
and that the Council conceded that X had 
not acted from any improper motive, the 
proper way to dispose of the appeal was to 
confirm the finding of professional misconduct 
and set aside the order of suspension. 

Appeal allowed in part 
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NOTES AND COMMENTS 


AST month these Notes and Com- 
ments contained a discussion of four 
things which an accountant more or less 
takes for granted in preparing financial 
statements. The reader may recall that 
these were the first four of seven as- 
sumptions listed by W. A. Paton in his 
Accounting Theory (1922), and we wish 
now to consider the remaining ones. 


The next assumption was that “cost 
gives actual value for purposes of initial 
statement”. Even to take “cost” as a 
preliminary statement of “value” (until 
that is, an actual sale establishes a dif- 
ferent ‘‘value’’) amounts to saying that 
a businessman never makes any bad pur- 
chases and that he is incapable of any 
errors of judgment. The businessman is 
evidently supposed to be as infallible in 
this respect as the mythical “reasonable 
man” in our courts of law. To expect 
an individual, in the role of businessman, 
always to get his money’s worth (and 
no more of course) when no one can do 
so consistently as a private citizen is no 
doubt unreal; but we are reminded in 
Accounting Theory that any alternative 
assumption is likely to be still less satis- 
factory. 

The following quotation from the 
book in question should be of consider- 
able interest for readers who have been 
worried about the relationship between 
costs and selling price: “So far as price 
determination is concerned this assump- 
tion [that cost gives actual value] is of 
course unsound in most cases. . . . The 


specific cost has in the production of 
standard goods little or no influence on 
ptices. . . . The accountant is not trying 
to determine selling value but cost value” 
(p. 492). It is Paton’s contention that 
only in the case of custom-built goods is 
selling price likely to be determined by 
cost, and custom-built goods are certainly 
not typical of modern production. We 
are always surprised personally at the 
number of people who still overlook this 
important point. 

In his 1922 book Paton carried the 
assumption that cost gives actual value to 
its logical extreme. The accountant was 
supposed to assume that the “value” of 
finished goods consists in the cost of 
manufacturing them — material, labour, 
and overhead. The accountant assumed 
“that in some mysterious manner the 
values of these original commodities and 
services, which are worth cost for pur- 
poses of initial statement, pass over into 
and inhere in the object for which they 
were utilized. This is clearly an applica- 
tion of a cost theory of value...” (p. 
491). But this is a point on which Pro- 
fessor Paton appears to have changed his 
mind. At pages 13-14 in An Introduc- 
tion to Corporate Accounting Standards 
by Paton and Littleton (1940) we read, 

It is mot necessary to assume a cost 
theory of value in order to explain the 
concept that costs cohere. Costs are not 
marshalled to show value or worth. In 
their new position they are still costs, 
that is, price-aggregates of exchange 


transactions; they have merely been re- 
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grouped. The purpose of reassembling 

is to trace the efforts made to give 

materials and other components additional 
utility. : 

The second-last assumption was that 
“expenses accrue while in general re- 
venue does not.” It occurs to us that this 
assumption must be the result of a com- 
bination of two things: first, that ex- 
penses are generally incurred in anticipa- 
tion of revenue; and second, that an ac- 
countant requires what Paton and Little- 
ton have called “verifiable objective evi- 
dence” before he will recognize a trans- 
action. The accountant has, by and large, 
his verifiable objective evidence in re- 
spect of expenses before he has similar 
evidence for revenue. Goods are usual- 
ly purchased and work done on them be- 
fore they are sold! 

Take the case of the florist, for ex- 
ample. He buys his tulip bulb and incurs 
a known cost not only for its purchase 
but for the continual care of it. These 
costs may be carefully recorded. If all 
goes well the bulb will grow in time and 
be worth more from that point of view; 
but the accountant turns his head the 
other way. He will not permit the .ac- 
counts to reflect this sentimental kind of 
progress. The tulip may even burst into 
radiant bloom but the accountant remains 
adamant. This is not revenue for him. 
Hard fellow that he is, there must be an 
actual bona fide sale of the tulip to an 
independent person before he will re- 
cognize revenue. 

Paton states the matter this way: 
“The accountant assumes that expense 
accrues but that net revenue or profit sud- 
denly appears, full-bloom on some 
specific occasion, commonly that of the 
sale. . . . Purchased commodities and 
services are assumed to expire steadily 
and pass into the expense category; ser- 
vices furnished by the business and its 
owners are assumed to accrue only as 
sales of finished product are made” (pp. 
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494-5 in Accounting Theory). 

We note that most accountants do, 
however, make one kind of exception to 
this rule. In the case of something sure 
(like Dominion of Canada bonds) they 
will break down and agree to an accrual 
of revenue. 

The last of the assumptions set down 
by W. A. Paton in 1922 was that “a 
loss in asset value falls upon or ex- 
tinguishes the most recently accumulated 
proprietorship”. The increase in net 
assets which follows from _ successful 
business operations is not of course ear- 
matked and becomes at once indis- 
tinguishable from the other assets of the 
business. Nevertheless “losses” or ‘‘ex- 
pirations” are assumed to be met out of 
the increase in net assets resulting from 
the most recent trading activities, in so 
far as these particular assets are avail- 
able; next, out of similar accumulations 
from previous trading activities; and 
only as a last resort out of the net assets 
represented by the original capital in- 
vestment of the proprietors. By the 
same reasoning a declaration of dividends _ 
is charged against earned surplus instead 
of share capital account. 

* * * 


The list of seven assumptions which 
we have now reviewed does not include, 
directly at any rate, two others mentioned 
in the much more recent statement of as- 
sumptions contained in An Introduction 
to Corporate Accounting Standards by 
Paton and Littleton. The first of these 
is that the accountant assumes that the 
measurement of income can be achieved 
over arbitrary “periods” of time which 
are much shorter than the full length of 
life of the business itself. The second is 
that “‘revenue is the object of the process 
of incurring cost. In other words, the 
business enterprise is viewed as an organ- 
ization designed to produce income’’ 


(p. 23). 
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CORRESPONDENCE 


Saint John, N.B. 
Sir: I would like to express an opinion on 
the solution to Problem 6 Accounting I In- 
termediate Examination October 1949, appear- 
ing in the April 1950 isssue of The Can- 
adian Chartered Accountant. 


Firstly, a particular phrase in this ques- 
tion states: “Liabilities, not including interest 
for 1948, amounted to $2,325.” In my 
opinion this sentence implies that no liabili- 
ty exists for 1947 interest, and that said 
liability must therefore have been extinguish- 
ed sometime prior to December 31, 1948. 
Since the interest for 1947 amounted to $225, 
the loss on realization would be $5,475 rather 
than $5,700 as expressed in the solution. 

Secondly, the settling of advances made by 
partners as distingushed from capital advances, 
is second only to the claims of third party 
creditors. I am, therefore, of the opinion 
that the interest due on the loan from A 
should be recorded in a separate account, and 
the liability should be extinguished, along 
with the loan itself, before any payment is 
made to the partners in respect of capital ad- 
vances. However, the deficiency of $175 in 
A’s current account, as a result of his share 
of the loss on realization, must first be offset 
against the interest due him. 

L. M. ROBINSON 


Editor’s reply: We would like to let our 
readers decide for themselves whether the 
statement in the problem concerning “liabil- 
ities not including interest for 1948” is am- 
biguous. It is the second point that we 
would like to comment on. There now 
seems to be very little real significance in 
liquidation proceedings between loans from 
partners and capital contributions. For ex- 
ample, in Smails’ Accounting Principles and 
Practice (1948), p. 259, the following state- 
ment of the matter is made: “Section 45 of 
the Partnership Act suggests to a reader that 
partners’ loans have a preference in dissolu- 
tion over partners’ capitals and shares of resi- 
due. All it means, however, is that if there 
is no possibility of a debit balance develop- 
ing on the capital account of any of the 
partners it is quite proper that in point of 
time the repayment of money borrowed from 
one of the partners should precede payments 
on account of capital contributions. It is 
not correct to suppose that the loan by a 
partner has priority over the claims of his 
partners for contributed capital in the sense 
that a secured creditor takes precedence over 
an unsecured creditor. The prudent way to 
handle liquidations in which partners’ loans 
occur is, therefore, to disregard entirely any 
distinction between capital and loan and to 
begin by closing the loan account into capital 
account.” 


ANSWER TO LAST MONTH’S PUZZLE 


93 


Less 17 x 4— 68 


25 


ALTERNATIVE SOLUTION TO APRIL PUZZLE 


Mr. R. I. Balcom, C.A., of Halifax, 
has submitted a much simpler solution 
for the puzzle which appeared in the 
April issue, and we think it deserves 
publication. Here it is: 


There were 70 + 75 + 80+ 85 = 310 
injuries per 100 men. If each combatant 
first suffered 3 injuries, it accounted for 
300 injuries but 10 combatants had to 
suffer a fourth wound. 


Therefore 10% is the answer. 





' 
i 


utente 
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PUZZLE 


When visiting a lunatic asylum, we 
asked two inmates to give us their ages. 
They did so and then, to test their arith- 
metical powers, we asked them to add 


subtracted one age from the other, while 
the second persox. had multiplied them 
together. 


What were their ages? 


their two ages together. One gave us 44 
as the answer and the other gave 1280. 
We immediately saw that the first had 


(By Charles F. Bishop, author of 101 
Amusements for All) 


PROBLEMS AND SOLUTIONS 


Solutions presented in this section are prepared by qualified accountants and reflect of 
course the personal views and opinions of the various contributors. They are designed not 
as models for submission to the examiner but rather as such discussion and explanation of 
the problem as will make its study of benefit to the student. Discussion of solutions 
presented is cordially invited. 


PROBLEM 1 


Intermediate Examination, October 1949 
Accounting II, Question 1 (10 marks) 


The following represents the capital section of the balance sheet as at 31 Dec 1948 
of the F. E. D. Co. Ltd., a company incorporated under the Dominion Companies Act: 


Capital and surplus 
5% Preferred shares redeemable at $105, par value $100 ' 
Authorized 1,000 shares 
PINTER cession ih Sas cbt geal caded $ 50,000 
Common shares, par value $100. 
Authorized 1,500 shares. 


SOR RE 66 A cay lilies antsdana natok $137,000 
a es Bao Usatrnaceeab denaanas gees 13,700 123,300 
BRUMIINIE fou sci aiccs page Toss avs -Pesarancats Sneak cas acer boss Ciscu es sisdaaaeres 75,000 
$248,300 


Sufficient funds being available, it is decided to cancel the liability in respect of the 
unpaid portion of the common shares. All legal requirements have been complied with. 

In addition, it is decided to redeem 50% of the preferred shares outstanding. Supple- 
mentary letters patent have not been applied for in this respect. 


Required: 
(a) Journal entries to effect the foregoing transactions. 
(b) Capital section of balance sheet after completion of the transactions. 
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A SOLUTION 
(a) F.E.D. CO. LTD. 
GENERAL JOURNAL 
DR. 
1948 
RE rR SRO UMIINUINE NOURI ooo ces sacs cascscssccsvconssovensscssonecesenccaecesnssnsee 13,700 
GiaSCHAINETS, AGORA BIG E © «<.-....-5..osecsscicceseecescnscnsesnceoveseceee 
To cancel liability in respect of unpaid portion of common 
shares as authorized by supplementary letters patent 
DE; A RaMNe RNIRURS Pp ONTO sks. cnccscssensecsnsesscssosnvesnscsneancosesesee 25,000 
NNN IN 55h oa cco cr Bai oe sco ten ces spcos oon cep nancncennnennsesstonostsns 1,250 
nee ass oeF oy ealar doy etabccaancceeisnntcisutis 
To record redemption of 250 preferred shares (par value 
$100) @ 105 
Dec. 31 Earned NE De Serco sh 0 Gasca. nb tiedesucasuaencuseccaaeanarsiekes 25,000 


aa UNNI NAR OND Sg Sb So oe. South os sctexipsepynntovsascamaperionebpesbesdonss 
Capital surplus set up in accordance with section 61 of 


The Dominion Companies Act. 


13,700 


26,250 


25,000 


Note: The entry to record the redemption of the preferred shares would in practice 


be recorded in the cheque register rather than in the general journal. 


(b) F.E.D. CO. LTD. (AND REDUCE‘) 


BALANCE SHEET 
as at 31 December 1948 


Capital and surplus: 
5% Preferred shares redeemable at $105, par value $100. 


Authorized 1,000 shares, issued 500 shares ........0......cc:000000 $50,000 
Less 250 shares redeemed 31 December 1948 .........0....0.c:0cccccee 25,000 


Common shares, par value $90. Authorized 1,500 shares, 


SI EID ORIN cele ec ee eh A aes, 
Capital surplus arising from redemption of preferred shares in 
accordance with section 61 of the Dominion Companies Act 


IR RINNE Sc S55 as scsi xen asso szuusinesbusas¥osbactiNaoesenddoetocsuccees 


$ 25,000 
123,300 


25,000 
48,750 


$222,050 
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PROBLEM 2 
Final Examination, October 1949 
Accounting II, Question 4 (10 marks) 


The Mark M. Well Co. Ltd. manufactures only one product which is of uniform size. 
From past experience, the following standards have been set: 


BURRUREEY SMIRRN ONE 5,66 sssbcoseaestssazascscsdssesetacsagnseteta casas 300 units. 
I I MUI oo bcs ScscssScodcccdacaansdeciéstcacevass 12,000 Ibs. @ $t.00 
DIRSCR TAOUE EMDIG YE... .ckscsscscsccnssctcisgessscccessecss 15,000 hrs. @ $1.40 
The following information regarding production in the month of March 1949 is 
supplied: 
Inventories: 
1 Mar. 1949—raw materials .......00..0.000.0.. 8,000 Ibs. @ actual cost—$ 8,000 
BRO BOER iccdeicscccciccsssnics 110 units @ standard ” — $15,400 
31 Mar. 1949—raw materials ........................ 6,000 Ibs. @ actual cost—$ 6,300 
finished goods ..................... 100 units @ standard " — $11,000 
Purchases of raw material during March ..00..0......0.0..00:cccceseseeeeeeeees 18,000 Ibs. cost $18,900 
EOE En IR BERENS og ooo scene Hssinscgy pnt cnsicec tsa dad dasbiaseadicepsiesens 22,000 hrs. cost $28,600 
Sales during March — 410 units. 
Required: 


Analysis of the variations between standard and actual labour and material costs during 
March 1949. 




















A SOLUTION 
STANDARD COST 
Total Unit 
Direct material 12,000 Ths, G $U.00  ..............0c65.c0csccscsescsceosesseness $12,000 40 @ 1.00 $40.00 
Jabour 15,000 hrs, @ 140 o...ceeccececccseessssssssssesesseeesesveee 21,000 50 @ 1.40 70.00 
a inal $33,000 300 @ $110.00 
Units produced: 
GHOMIGS RWORUOLY 55s cbiicscssciessccccisscucdis 100 units 
NN OU ose sae ee ee ics 410 “ 
510: 
Less opening inventory. .............0..05. 110 “ 
400 units 
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ACTUAL COST 


Direct material: 














Opening inventory, 8,000 Ibs. @ $1.00................... $ 8,000 

Purchases .................. 16000 Ths. "@ 105 .«;....<6050865. 18,900 

26,900 

Less closing inventory 6,000 Ibs. @ 1.05 ...........00 6,300 
Gost or direct material 2D000 Ts. ................0.00s50<sencssscsossescseseses $20,600 50 @ $1.03 $51.50 
See AOE AMR ee MOUD AE. OD LID occa cse cc cnstcescesceoenssesnonnnscn scenes 28,600 55 @ 1.30 71.50 
SUMMONS es co de ss ec asd wars sccatsvsndoviccssersestenseen OO 200 2 $123.00 








ANALYSIS OF VARIANCES 























Direct Material 
Total variance: 20,600 — 16,000 ................csccesccsrcsereeess $ 4,600 
Quantity variance: 1.00 (20,000 — 16,000) .................. 4,000 
Price variance: 20,000 (1.03 — 1.00) .............cceseseeeees 600 
4,600 

Direct Labour 

Total variance: 28,600 — 2,000 ...............0...0.002-0000005. 600 
Quantity variance 1.40: (22,000 — 20,000) ............. .... 2,800 
Price varsance: 22,000 (1.30 — 1.40) -.:......:........-:........ 2,200 
600 





PROBLEM 3 
Final Examination, October 1949 
Accounting II, Question 5 (43 marks) 


In January 1942, the Ad J. Sent Co. purchased 6 automatic plate-cutting machines with 
an estimated life of 10 years at a cost of $15,000 each. Each of these machines produces 
500 units per day, although each has a capacity of 600 units. The machines operate 8 
hours per day for approximately 300 days per year. Annual maintenance costs are $250 
per machine, and each machine requires one operator who earns 90c per hour. 

By June 1949 the production of 3600 units per day is required, and the purchase of 
2 new multiple head machines each with a daily capacity of 2000 units, is being considered. 
The cost of the new machines which will have an estimated life of 10 years is $35,000 each, 
and the vendor offers a trade-in allowance of $2,500 on each of the old machines. It is 
expected that maintenance costs of the new machines would be $500 per year each, and 
each machine would require one operator who would earn $1.60 per hour. 

Required: 

(a) Statement showing whether it would be more economical to retain the old ma- 
chines or to purchase the new machines. 

(b) On the assumption that the new machines were purchased on 30 June 1949, the 
journal entries required to record the change in equipment. 





Eee ieee 





e 








The Students’ Department 


























43 














A SOLUTION 
(a) Old Machines New Machines 
Original cost of machines 6 @ $15,000............ $90,000 2 @ $35,000 $70,000 
Annual costs: 
Operators — 2400 hours . ... 6x.90x2400 $12,960 2x1.60x2400 $ 7,680 
Maintenance costs ..........00....... ....6X250 1,500 2x500 1,000 
PPORPOCINIOR 6565S eA 6x15000 2x35000 
10 9,000 10 7,000 
Write off loss on old machines 22500-15000 
10 750 
UNUM IN ce a a a al ae $23,460 $16,430 
Operating Rate 900,000 1,080,000 
Unit Cost 2.606c 1.521¢ 
It might be assumed that with rate increased 
to 3600 per day, costs would be increased pro- 
portionately: 
Labour — 3600x12,960 
3000 $15,552 
Maintenance — 3600x1500 
3000 1,800 
Depreciation — 9,000 
RWI PUI IB cc 5.55 sa dska ca syaekeiscieonccidarkewsouse $26,352 
Cost per unit 2.44c 
(b) 
Ie ee EI eI or ee nh hace tA das Vasc etdseabe $15,000 
PTS WGRCO TOE TIC ECCERTIOI 2c sish cis ca tse sceickecinedecsnsapsesendenss 63,000 
Depreciation expense for 1949 (6 MOS.) ............c:cccccccssscesesesseceeseees 4,500 
MERU URN OIE Gl MEN CEEIIES soo ie os cence enn senkisassiskevesnniosccsvnssbaccece 7,500 
Nemec BINDER So Oa Phx oc ceu aya csntiseaces ab eaddal ass Saareathan $90,000 
Six old machines turned in with trade-in allowance of $2,500 each. 
as se NN ag nana 2 ay cco vend siee aca Boaaaas locus tosacesaoaasive $70,000 
Ia ee ae a care ee a rae Re $70,000 
2 new machines bought at $35,000 each. 
a dS ge hel aaa i cadence eancs $55,000 
Re INE ore ee Sieg Ns say Uiescicad bene neeenk apbabantel eect dnassies ‘ $55,000 


Cash paid for new machines 
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PROBLEM 4 


Final Examination, October 1949 
Accounting II, Question 6 (20 marks) 


The Warp N. Woof Co. Ltd. was formed on 1 Jan. 1948 to manufacture socks. Paid 

in capital amounted to $150,000. The following estimates are provided by Mr. Woof. 

1. Knitting machinery costing $300,000 will be purchased and delivered by 1st Feb- 
ruary 1948. Payment will be made on the terms 10% with order, 10% upon 
delivery and the balance to be paid in eight equal quarterly instalments, the first 
payment to be made on 30th June 1948, with interest from date of delivery at 
6% per annum payable monthly. 

2. Other machinery costing $45,000 and factory fixtures costing $15,000 will be pur- 

chased during Janvary for cash. 
. Quarterly production of socks is expected to be: 
Jan., Feb., March. 1948—8,000 dozen pairs 
April, May, June, 1948 — 20,000 dozen pairs 
Succeeding quarters — 70,000 dozen pairs 
4. Costs of production are estimated: 
Wool (purchased on terms 30 days net) ............ $4 per doz. pr. of socks 
eg i $3 per doz. pr. of socks 
Factory overhead, excluding depreciation: 
Jan., Feb., Mar., 1948 — $ 39,000 
April, May, June, 1948— 91,000 


w 


f Succeeding quarters — 201,000 
Depreciation will be provided at a composite rate of 10% per annum from 1 
Feb. 1948. 


5. Other expenses: 
Selling expense — $30,000 per quarter. 
General and administrative expense: 
Jan., Feb., Mar., 1948 — $ 5,000 
April, May, June, 1948 — $8,000 
Succeeding quarters — $10,000 
6. Sales prices will be $20.00 per dozen for first and $4.00 per dozen for seconds. 
It is estimated that sales will be in the proportion 4 firsts to 1 second. Sales will 
be made on 30 days’ credit and it may be assumed that sales in each quarter are 
spread equally over the 3 months. Bad debts may be ignored. 
7. Inventories at the end of each quarter are expected to be: 
Wool—one-half the consumption in the succeeding quarter. 
Finished socks—all completed— 


at end of first quarter — 2000 dozen 
at end of second quarter — 2000 “ 
at end of third quarter — 5000 “ 


Inventories are to be valued at cost. 

The company wishes to obtain temporary bank loans. These loans will be made at 
the beginning of each quarter in units of $25,000 each. Repayments of $25,000 units will 
be made at the end of each quarter when possible, but the cash balances of the company 
are not to be less than $20,000. Interest at 6% will be paid at the end of each quarter. 


Note: For the purposes of this question, taxes on income are to be ignored. 


Required: 
(a) Cash budget for first 3 quarters of 1948. 
(b) Budgeted statements of profit and loss for first 3 quarters of 1948. 
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A SOLUTION 
WARP AND WOOF CO. LTD. 
(a) CasH BUDGET 
Mar 31 June 30 Sept 30 
Cash Receipts: 
Cash on hand at iirst of quarter ............ $150,000 $ 30,500 $ 35,300 
Bank loan at first of quarter ................ 100,000 100,000 
Cash collections on sales ...................... 50,400 274,400 862,400 
$300,400 $404,900 $897,700 





Cash Disbursements: 











Purchase of knitting machine ................ $ 60,000 $ 30,000 $ 30,000 
Interest on unpaid portion .................... 2,400 ’ 3,600 3,150 
Purchase of other machinery 
TINNINONON ica eas 60,000 
PUNE NY ss seicsccsiocisinsicstseinisssveeess 48,000 144,000 246,667 
RAM AMIN a oon 508 oo eo assa keds 24,000 60,000 210,000 
PAIGE OGRINCRI ooescisiecissstntes va ciecescscest 39,000 91,000 201,000 
SEINE WINER ooo issih ihc 30,000 30,000 30,000 
General & administration expenses ...... 5,000 8,000 10,000 
Payment of bank loan ............0. cee 125,000 
Interest on bank loan ..............:::00ccee 1,500 3,000 3,000 
Cash on hand at end of quarter ............ 30,500 35,300 38,883 
$300,400 $404,900 $897,700 
(b) BUDGETED STATEMENT OF PROFIT AND LOSS 
ee eee ee $100,800 $336,000 $1,125,600 


Cost of sales: 
Opening inventory of 


finished goods .. $25,250 $ 24,000 
*Cost of production 
finished goods .. $101,000 240,000 700,000 
101,000 265,250 724,000 
Less closing inventory 
of finished goods ...... 25,250 75,750 24,000 241,250 50,000 674,000 
Gross profit ............. Bite: 25,050 94,750 451,600 
Selling expenses .............. $ 30,000 $ 30,000 $ 30,000 
General & administration 
REE dacecuceret ste ness 5,000 8,000 10,000 
EE Seco orccseoectoatvis ones 3,900 38,900 6,600 44,600 6,150 46,150 


BE IIE a oeciscusceastees nes ($ 13,850) $ 50,150 $405,450 
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*Cost of production finished goods: 
Mar 31 June 30 Sept 30 
Opening inventory—wool ...........0....0..00. 0. $ 40,000 $140,000 
NE 6 Sn ck ok ol ES ec rr 180,000 280,000 


72,000 220,000 420,000 
Less closing inventory—wool 140,000 140,000 


32,000 80,000 280,000 
Direct labour 60,000 210,000 
Factory overhead 91,000 201,000 
Depreciation—machinery, etc 9,000 9,000 


$101,000 $240,000 $700,000 


Editor’s Note: It will be noted that for the first quarter 1948 one-half rather than two- 
thirds of the sales of $100,800 is taken as the amount collected in cash. This interpretation 
may be justified on the grounds that the knitting machinery was not delivered until February 
1 so that all production and sales must have taken place in February and March. Since the 
sales are made on 30 days’ credit, cash collected in the first quarter = 14 of $100,800 = 
$50,400. 

On the other hand, the problem states that production of socks for Jan., Feb., and 
Mar. is expected to be 8,000 dozen pairs. To the editor at any rate this would seem to 
justify the assumption that some production and sales were possible in January; the more 
so since the problem also states that “it may be assumed that sales in each quarter are spread 
equally over the three months”. On this latter basis, according to the editor’s calculations, 
cash collections on sales for the first and second quarters would be, respectively, $67,200 
and $257,600 instead of $50,400 and $274,400. 








